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“Go West, young man,” has been a 
sagacious adage for years and now 
many corporations, with an eye on the 
lucrative western markets that have 
sprung up in the past decade, are plan- 
ning to heed and “go West.” To those 
contemplating such a migration “Tax 
Trends in the Western States” by 
Edward Roesken is a “must” for a pic- 
ture of the state tax situation in this 
vital area. os ee SS 

The foregoing will be but one of 
the many interesting articles contained 
in the September issue which gets off 
to a good start with Gustave Simons’ 
“The Missing Link in Relief Cases.” 


The editorial policy is to allow frank discussion of tax issues. 
tributions are invited. 
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LETTERS 


A G. |. Brush-up 
Sir: 

I enclose check in the amount of $5.00 
to the order of the Tax Magazine. Al- 
though this office already has one subscrip- 
tion to your magazine, the demand for 
it by our staff members is so great that a 
second subscription is needed. We find it 
probably our best single source of tax 
information. To the many ex-G. Ls that 
come into this office for advice in catching 
up with their tax work, I suggest that the 
first and best step is to get hold of all of 
the issues of the Tax Magazine which came 
out during their period of service. I believe 
that reading these issues will bring them up 
to date better and quicker than anything 
else. 


New YorK GUSTAVE SIMONS 


What a Difference a Word Makes 
Sir: 


Respecting my recent article, entitled 
“Tax Technique in Preparation of Wills 
and Trusts” (June issue), several errors 
occurred in the printing of the paragraph 
“Watching Basic Characteristics.” 
graph should read as follows: 


The para- 


“Taxpayers are becoming more and more 
conscious of the fact that where they are 
desirous of effectuating income tax savings, 
they must strip themselves of every prac- 
tical vestige of ownership in the property 
which produces the income. 
discharge 


They cannot 
from the individual 
of admitting that they re- 
ceived the benefit of the apples where they 
insist upon retaining the tree that bears the 
fruit. Within the purview of the trust 
indenture, may exist wide latitude with re- 
spect to the grantor’s prerogatives in mak- 
ing the trust a better one for the particular 
beneficiary concerned. The grantor may 
trim the tree to aid its pro- 
But he must not cling to its 
trunk in such manner or with such degree 
of control as to make it appear that, for 
all practical purposes, it is still to be con- 
sidered The 


themselves 
responsibility 


and spray 


ductiveness. 


his property. law must be 


strictly observed.” 


SAMUEL J. FOOSANER 
NEWARK, NEw JERSEY 
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Tax Court Evidence 


The following letter is a reply to a 
query to the Tax Court as to whether 
a taxpayer is limited before the Tax 
Court to the evidence produced before 
the Commissioner’s office. This special 
ruling was written on May 21, 1946, by 
Hon. J. E. Murdock, Judge of the Tax 


Court. 


Your letter of May 20, 1946, to Honorable 
Bolon B. Turner, has been referred to mx 
as Chairman of the Rules Committe. 


You say that the Commissioner takes the 
position that a taxpayer is limited before 
the Tax Court to “the evidence produced 
before the Commissioner’s office”; this has 
caused taxpayers to enlarge their claims 
tremendously, and the rule of the Court 
requiring that copies of the claims be at- 
tached to the petition will unduly burden 
the taxpayers. 


The Court knows of no rule or authority 
for the proposition 
the Tax Court are 


that taxpayers before 
limited in the produc- 
tion of evidence to the evidence produced 
before the Commissioner’s office. The 
Court has repeatedly ruled that taxpayers 
are not so limited. The Court requires a 
copy of the claim to be attached to the 
petition for obvious reasons, one of which 
may bear some relation to the subject dis- 
cussed in your letter. That is, the Commis- 
sioner has a right before the Tax Court to 
require a petitioner in the introduction of 
evidence to stay within the factual state- 
ment of his claim; another possible use is 
that the copy of the claim may assist the 
parties to narrow the issues. The Court 
gave careful consideration to the entire sub- 
ject before adopting the rule. 


One on Lew 
Sir: 


Shouldn’t the third line in the table at 
the top of page 686 of the July “Talking 
Shop” read “due and payable” instead of 
“refundable”? 
New York City Howarp G. ACKER 


Gluick says that Mr. Acker is correct — 
Editor. 
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Basis in Tax-Free Reorganizations 
By 
Robert S. Holzman 


\ VISITOR admired the friendly but 
[ unclassifiable puppy of a small boy. 
“That’s quite a pup,” observed the little 


lad. “You won’t see another one quite like 
him. And I gave $100,000 for him.” 

“One hundred thousand 
claimed the visitor 
can’t mean that!” 


dollars !” 
incredulously. 


ex- 
“You 


“But I do,” replied the boy. “I gave two 
$50,000 cats for him.” 


That story may be a little early to illus- 
trate inflation but it is as good as any to 
illustrate the theory of basis. For one of 
various reasons, an item is usually valued 
at what is given for it; and if you can spot 
all of these reasons, ascertain what was 
really given in the first instance, and make 
any of the required intervening adjustments, 
the problem of basis is not too difficult. 


Ii the Commissioner of Internal Revenue 
had had his own way, basis would have 
been one of the simplest matters in the tax 
book. That is strong argument for letting 
the Commissioner have his own way in 
these matters. Once upon a time the Com- 
missioner attempted to tax the full pro- 
ceeds of the disposition of assets. In 1918 
the Supreme Court overruled him,. saying: 
“\We must reject ... the broad contention 
submitted in behalf of the government that 
all receipts—everything that comes in—are 
income within the proper definition of the 
term income, and that the entire 





‘ 
gross 


Mr. Holzman, tax accountant of New 
York City, presented some of the material 
ia this article at a meeting of the Federal 
Tax Forum, May 23, 1946. 


Basis in Tax-Free Reorganization 


proceeds of a conversion of capital assets 
should be treated as gross income.’ ? 


This case marks the start of the present 
theory of basis: that is, that gain or loss 
is the difference between the proceeds of 
a disposition and a basic amount, which 
amount may be the cost of the asset 
disposed of or some other determinant of 
value. That created a new concept. When 
was there a disposition of property? If 
something were sold and all equity in it 
were parted with, there might be said to 
be a disposition. Suppose, however, that 
the owner merely exchanged his property 
for something else that was substantially 
the same as his old property; or suppose 
that approximately his same interest in the 





1 Southern Pacific Company v. Lowe, 247 U. S. 
330 [1 ustc J 19]. 
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old property or venture was maintained, 
but his equity was expressed in a different 
way. Which difference might be more formal 
than substantial? Through a long series of 
cases and an awakening Congressional 
realization of the processes of business, the 
doctrine of non-recognition developed. I 
am stressing this, not with the thought of 
making this discussion overly-scholarly or 
all-inclusive, but merely because the whole 
problem of basis in reorganization will be- 
come infinitely more lucid if the theory of 
tax-free reorganizations is kept in mind. 


Doctrine of Non-Recognition 


The doctrine of non-recognitign of im- 
mediate gain or loss upon statutory reorgani- 
zation stems from the philosophy that busi- 
ness enterprise has a non-static character. 
Changes must be made, cr should be made. 
Adjustments are necessary because of hu- 
man and economic factors. These changes 
will be discouraged or perhaps prevented 
entirely, if a tax accrues at the time of 
reorganization when in actual fact there had 
been a change only in form and profits were 
merely on paper. Under the non-recog- 
nition doctrine, a transaction is only tax- 
free at the moment; gain or loss is com- 
puted when the transaction has taken on a 
more complete aspect. A change in form 
rather than in substance produces nothing 
that might be called taxable income. 


When a reorganization is effected, a 
change of some sort occurs. Something is 
exchanged for something else, or is itself 
changed in form. As a general proposition, 
gain or loss is recognized in exchanges 
where the property received has a value 
different from that of the property sur- 
rendered; and, obviously enough, the prop- 
erty received rarely has the identical value 
of the property surrendered. An exchange 
of this type would be regarded as a closed 
transaction, subject to tax, were it not for 
a statutory exemption authorized by the 
Code. Section 112(a) provides: “Upon the 
sale or exchange of property the entire 
amount of the gain or loss, determined un- 
der Section 111, shall be recognized, except 
as hereinafter provided in this section.” Basis 
would be a very simple matter were it not 
for that last phrase, “except as hereinafter 
provided in this section.” 


According to Regulations 111, Section 
29.112(a)-1, the “extent to which the amount 
of gain or loss, determined under Section 
111, from the sale or exchange of property 
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is to be recognized is governed by the pro- 
visions of Section 112. The general rule is 
that the entire amount of such gain or loss 
is to be recognized.” If, however, certain 
conditions can be met to indicate that the 
property parted with and the property ac- 
quired are really the same, no gain or loss 
will be recognized. The factor of sameness 
will be appraised by means of the question, 
“Ts the difference between the old and the 
new property more formal than substantial >” 
If the new property is substantially a con- 
tinuation of the old property (still unliqui- 
dated), or if the reorganized enterprise is 
substantially a continuation of an old one 
with respect to corporate structure and 
property (still unliquidated), then a re- 
organization may be recognized. The courts 
have taken the view that a break in the 
continuity of interest is one test of the 
realization of income or loss, although there 
are other tests, such as the form of con- 
sideration given, the property which the 
former owner receives in exchange, and the 
relation of what is being done to the enter- 
prise itself. 


Tax-Free Reorganizations 


Even in a perfectly executed tax-free re- 
organization, the question of basis is an 
important one. Since a tax-free reorgani- 
zation is merely one where the computation 
of gain or loss is deferred until the reali- 
zation has taken a more final form, it fol- 
lows that at some time the day of reckoning 
—of gain or loss—will surely come. Gener- 
ally speaking, the basis of property acquired 
in reorganization is the same as that of 
the property exchanged. Since the prop- 
erty merely takes the place of the property 
exchanged, a new stepped-up basis is not 
permitted. The continuity of what is ex- 
changed and what is received in return 
would be lost if the new property did not 
take the basis of the old, and the rationale 
of tax-free reorganizations would be de- 
ficient. Basis is immediately important even 
where there is no computation of gain or 
loss because of the tax-free character of the 
reorganization. Without knowledge of the 
proper basis, there can be no adequate de- 
preciation deduction; and for excess profits 
tax purposes, if the invested capital method 
be used, it is necessary to know the trans- 
feror’s basis for property paid in for stock. 


The non-recognition concept in_ itself 
does not embrace any computation of gain 
or loss. It must be considered in conjunc- 
tion with the rules with respect to basis. 
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As was said in one case, “Where the [non- 
recognition] exemption applies, it is perti- 
nent to consider further the basis of the 
property acquired in the reorganization.” ? 
Since gain or loss computation is deferred 
until a later date in a tax-free reorgani- 
zation, it is, of course, quite conceivable 
that in this interval the gain or loss might 
be increased or decreased. 


Types of Basis 


Basis, like Gaul, may be divided into 
three parts, or types: unadjusted, adjusted 
and substituted. Unadjusted basis refers to 
bare cost. Adjusted basis is the un- 
adjusted basis increased by amounts in the 
nature of additions to capital investment 
and reduced by amounts representing ex- 
haustion or non-taxable returns of capital. 
Substituted basis is determined by refer- 
ence to the basis in the hands of a trans- 
feror, donor, or grantor, or by reference 
to other property held at any time by the 
person for whom the basis is to be deter- 
mined. By far the most important type in 
a reorganization matter is substituted basis, 
which results from any condition where 
basis continues from one person or corpo- 
ration to another, or from one asset to 
another. This may involve an out-and-out 
exchange or the expenditure of the pro- 
ceeds of an involuntary conversion. 


the 
Lhi¢ 


Since the use of a substituted basis re- 
quires reference to the basis of an asset in 
the hands of the transferor, it follows that 
any possible type of basis might figure in a 
reorganization transaction. Thus one cannot 
merely examine the basis provisions that 
refer to reorganizations: the substituted 
basis might involve property acquired by 
the transferor by gift or by death, or prior 
to March 1, 1913, or any of a number of 
other ways. 


are a number of variations or ex- 
to the general rule fixing adjusted 
the cost. These exceptions refer 
to inventories, to property acquired before 
March 1, 1913, and to property acquired in 
any one .of a number of ways as outlined 
in Section 113(a) of the Code. Certain of 
these ways refer to property transferred by 
gift or by death and customarily do not 
figure in reorganization proceedings; some 
refer to property acquired by issuance of 
stock or as paid-in surplus, or through wash 
transactions, or to property the basis of 
which was set by the grace of some ancient 


* Schuh Trading Corporation v. Commissioner , 
95 F. (2d) 404 [38-1 ustc 9171]. 


These 
ceptic ns 
basis as 


Basis in Tax-Free Reorganization 


revenue act; some refer to property acquired 
by partnerships. These are easily spotted, 
like a king-size leopard, and were created 
by various ‘Congresses as adequate yard- 
sticks for valuation purposes. All of the 
othér divisions of Section 113(a) (which is 
subnumbered up to 113(a)(22)) refer to 
some type of reorganization, tax-free or 
taxable, voluntary or involuntary. Section 
113(a)(6), for example, refers to tax-free 
exchanges generally. Since the theory of 
tax-free exchanges is to defer immediate 
computation of gain or loss until a change 
which is more than one of form takes place, 
the basis of the property acquired is the 
same as that of the property parted with. 


Involuntary Conversions 


The same theory applies to involuntary 
conversions, as exemplified by Section 113 
(a)(9) of the Code. The principle of in- 
voluntary conversion was written into the 
tax law by the junior World War. Prop- 
erty owners lost their property because of 
governmental commandeering, or because 
of enemy action; and the new asset acquired 
to make up for this loss, for obvious mathe- 
matical reasons, had a basis different from 
that of the property lost. Did the taxpayer 
thereupon have gain or loss to report, aris- 
ing from the fact that he had disposed of 
something and had received something else 
in secondary return? The tax law is based 
upon the general premise that persons enter 
into a transaction because they want to; 
that purchase price and other terms are 
subject to untrammeled exercise of bargain- 
ing power; that a person or corporation 
cannot be compelled to dispose of an asset 
and pay the resultant gains tax if he is 
more disposed not to do so. Consequently, 
the whole concept of involuntary con- 
version was contrary to the general theory 
of business and taxation. Unless special 
rules applied to involuntary conversion, the 
government could commandeer a plant, pay 
for it to make everything legal, and then in 
short order take back a large part of the 
purchase price in the form of taxes based 
upon profit on disposition of the asset. 
Section 112(f) of the Code, therefore, pro- 
vides that in the case of property compul- 
sorily or involuntarily converted into other 
property similar or related in service or use 
to the property converted, no gain will be 
recognized, though loss will be recognized. 
The involuntary conversion is limited to 
property lost through destruction, theft, or 
seizure, or an exercise of the power of requi- 
sition or condemnation. 
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This presents some interesting questions. 
Two years ago the Bureau was asked to 
rule on the status of a horse which had 
died. The insurance proceeds were used to 
buy another horse. Was this an involun- 
tary conversion, so that the second Rorse 
took the basis of the first? The Bureau 
finally came up with I. T. 3696, which con- 
cluded that this did not constitute an in- 
voluntary conversion of property unless it 
could be shown that the death resulted 
from a casualty rather than from disease 
or old age. That is the same theory of 
quick death laid down in the United States v. 
Roger, Betty et al. where it was held that 
a casualty loss did not result from the 
collapse of a building through action of 
termites, because this action had taken a 
long time to consummate. Perhaps the tax- 
payer could deduct it as a long-termite loss. 


This case suggests another that took place 
in England during what they call “the late 
unpleasantness.” An insurance company re- 
fused to pay for the value of a dwelling 
destroyed by Nazi aerial attack, on the 
theory that this was a loss through act of 
God, and loss through act of God was 
expressly not covered by the policy. The 
judge disagreed with the insurance com- 
pany, however, saying that he did not con- 
sider Hitler to be God, and hence the result 
of Hitler’s bombardiers could not be deemed 
to be acts of God. 


Bankruptcies and Receiverships 


I deem it appropriate, if unorthodox, to 


consider bankruptcies and_ receiverships 
under the heading of involuntary conver- 
sions, for even a voluntary bankruptcy is 
really an involuntary action, except for 
those of that small but highly skilled group 
which makes a good living out of going 
broke scientifically. Since a change of some- 
thing for something takes place in bank- 
ruptcy proceedings, the subject is properly 
includible in a reorganization study; but it 
must be noted at once that a mere transfer 
in insolvency will not in itself produce a 
tax-free transaction. The transaction must 
qualify under one of the six general types 
mentioned in Section 112(g)(1) of the Code, 
or it will merely be a transfer in bankrtupcy, 
subject to gain or loss on the exchange. 
The transaction will usually qualify under 
subdivision (C) of the reorganization defi- 
nition: that is, “the acquisition by one cor- 
poration, in exchange solely for all or a 


* 120 F. (2d) 244 [41-1 usre {| 9442]. 
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part of its voting stock, of substantially 
all the properties of another corporation.” 
Customarily the acquiring corporation in 
bankruptcy proceedings will be a new one 
formed by the bondholders or by some 
other creditor group, and the assets acquired 
will generally be those of the defaulting 
corporation. 


It seems very logical to grant a transfer 
in insolvency some encouragement or tax 
relief. If a corporation which could not 
meet its ordinary current liabilities were 
called upon to pay a tax bill by reason of 
a transfer made for the readjustment of 
corporate debts, the transfer might not be 


made; the investing public and creditors at ff 


large would be the losers, as well as the 


employees of the insolvent company, who § 
would be thrown out of work if the corpo- J 


ration could not continue activity in another 
form. 


Reorganization Under 
Federal Bankruptcy Act 


Section 77B of the Federal Bankruptcy § 
Act as passed in 1934 declares that there 9 
shall be non-recognition of gain or loss / 
arising from the cancellation or reduction 
of indebtedness resulting from reorgani- @ 
zation proceedings, provided the statutory § 
with narrowly. § 
Except for this qualification, a reorgani- 9 
zation under Section 77B will not constitute J 
a statutory tax-free reorganization unless J 
there is full compliance with the regulations § 
controlling all reorganizations, voluntary or § 


conditions are complied 


otherwise. 


Alabama Asphaltic Limestone 
Decision 


Recognition of the premise that it is to] 
the general benefit to encourage reorgani- J 
zations in insolvency dates back many years, § 


long before any but the Civil War income 
tax laws. 


talization. 


termined on the basis of the fair market 
value of the new securities at the time of 
distribution, unless a statutory reorgani- 
zation can be shown. Yet an extremely 
important case indicates that the courts 
will be motivated by social considerations; 
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there is no other explanation for Helvering 
vy. Alabama Asphaltic Limestone Company.‘ 
Here a creditors’ committee was formed 
as the maturity date of a note issue ap- 
proached. Under the plan of reorganization, 
a new corporation would take over all the 
assets of the old company. Creditors would 
be paid in new stock. Accordingly, involun- 
tary proceedings were instituted. The bank- 
ruptcy trustee put up the assets for sale, and 
the creditors’ committee bid them in. After 
the reorganization, the same management 
as before carried on the business without 
interruption. The Supreme Court deemed 
it immaterial that the transfer shifted the 
ownership of the equity in the property from 
the stockholders to the creditors of the old 
corporation, although the old continuity of 
interest was broken. As to the Commis- 
sioner’s contention that the transaction did 
not meet the statutory standard because the 
properties acquired by the new corporation 
belonged at that time to the committee and 
not to the old corporation, it was found 
that the separate steps were integrated parts 
of a single scheme. The intervention of the 
creditors’ committee was held to be not 
more than an intermediate procedural device 
utilized to enable the new corporation to 
acquire all of the assets of the old one pur- 
suant to a single reorganization plan. 


Revenue Act of 1943 


The most recent basis changes in the 
Code stem from bankruptcy matters. It is 
not generally remembered that President 
Roosevelt’s bitter veto of the Revenue Bill 
of 1943 was occasioned directly by a basis 
provision. In his veto message of February 
22, 1944, the President said: “The bill is re- 
plete with provisions which not only afford 
indefensible special privileges to favored 
groups but set dangerous precedents for the 
future. . . . Among these special privileges 
are: (a) Permission for corporations re- 
organized in bankruptcy to retain the high 
excess profits credit and depreciation basis at- 
tributable to the contributions of stockholders 
who are usually eliminated in the reorgan- 
ization. This privilege inures to the benefit 
of bondholders who, in many cases, have 
purchased their bonds in the speculative 
market for less than their face value. It 
may open the door to further windfall 
profits in this market because of the unde- 
served benefit received by the reorganized 
corporation.” Nevertheless, the Revenue 
Act of 1943 was passed over his veto, and the 





4315 U. S. 179 [42-1 ustc J 9245]. 


Basis in Tax-Free Reorganization 


offending section became Section 112(b) (10) 
of the Code, which prevents reduction of 
the basis of the assets of the reorganized 
corporation by the amount of the indebted- 
ness cancelled in insolvency proceedings 
approved by a court under specified circum- 
stances. Property acquired in such pro- 
ceedings has, in the hands of the acquiring 
corporation, the same basis as it would have 
in the hands of the transferor, increased in 
the amount of the gain recognized to the 
transferor according to the law in effect at 
the time of the transfer, but with no adjust- 
ment because of discharge of indebtedness 
through reorganization. 


The Revenue Act of 1943 also supplied 
Section 113(b)(4) to the Code, under which 
a judicially approved reorganization under 
Section 77B, if achieved without the transfer 
of assets to another corporation, may be 
carried through without reduction of basis 
of the property by the amount of the in- 
debtedness cancelled down to the fair market 
value, in accordance with existing provisions 
of the Federal Bankruptcy Act. A condi- 
tion to this, however, is that the final judgment 
or decree in the reorganization proceedings 
must have been entered prior to September 
22, 1938. 

Also under the general heading of involun- 
tary conversion comes the matter of basis of 
property acquired in connection with ex- 
changes and distributions in obedience to 
certain orders of the Securities and Ex- 
change Commission (Section 113(a)(17) of 
the Code) or orders of the Federal Com- 
munications Commission (Section 112(M)). 
The theory here is that if the taxpayer is 
obliged to part with certain property at the 
demand of a governmental commission and 
invests the proceeds in other assets, the new 
assets are in effect a continuation of the old 
ones, and the old basis carries over to the 
new, with no recognition of gain or loss. 


Complete Liquidation of Subsidiary 


Probably the most publicized section of 
the reorganization provisions is Section 
112(b) (6), the complete liquidation of a sub- 
sidiary. This section is a fine example of 
the entire theory of tax-free reorganizations. 
Consider the owners of the stock of corpo- 
ration P, the parent, which owns the stock 
of corporation S, the subsidiary. The P 
stockholders indirectly own the S assets. 
Now suppose that corporation S is liqui- 
dated by the stockholders, the assets going 
to corporation P in return for the stock. 
The stockholders of corporation P then own 
the S assets instead of the S stock, although, 
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as ownership of the S stock had carried 
ownership of the S assets anyway, the P 
stockholders now own nothing that they 
had not owned all along. Suppose corpora- 
tion S were liquidated at a profit. Is it 
equitable to consider that this is a taxable 
transaction, when only a change in form 
actually has been achieved? The profit is 
purely a paper one; to pervert the cigarette 
advertisement, nothing new has been added. 
One reason for writing the subsidiary cor- 
poration non-recognition feature into the 
law, was ultimate Congressional realization 
of the fact that ownership of subsidiary cor- 
poration assets is only ownership of sub- 
sidiary corporation stock in a different form. 
There has been no change of ownership, 
management, type of enterprise, or anything 
else that is truly substantial. Another reason 
for this law was the increasing awareness 
that liquidation of subsidiary corporations 
was often desirable, and hence the process 
should be encouraged rather than discouraged 
by the imposition of a tax on the transac- 
tion. Under Section 112(b)(6), no gain or 
loss is recognized upon the receipt of a 
corporation of property in liquidation of 
another corporation if the receiving corpora- 
tion owns at least eighty percent of the stock 
of the corporation being liquidated. If the 
various requirements of stock ownership, 
time of distribution, and informational data 
are met, the liquidation may be effected 
without gain or loss, and the property will 
retain the same basis after the liquidation as 
before. 

But is that always desirable? It is fine to 
be able to get the assets of a subsidiary 
without reportable gain or loss—but is it 
always advantageous to take over the sub- 
sidiary’s assets at the subsidiary’s basis? In 
an inflationary market such as the present 
one, the subsidiary’s basis may be very low, 
with the result that subsequent realization 
by the parent will show a tremendous tax- 
able profit. A very timely question is this 
one: does a subsidiary meeting the statutory 
tests have to be treated under Section 
112(b) (6) when it is liquidated? The numer- 
ous conditions laid down by the Code and 
by the Regulations for qualifying under Sec- 
tion 112(b)(6) suggest a solution: disqualify 
the subsidiary from treatment under this 
section by deliberately failing to meet one 
of the conditions. 


Interpretation of Gregory Decision 


The next question is: may a corporation 
be deliberately disqualified from treatment 
under Section 112(b)(6) without violating 
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the strictures against subterfuge as laid 
down by Gregory v. Helvering?*® An attor- 
ney has written to the Tax Clinic of the 
March, 1946 issue of the Journal of Ac- 
countancy as follows: “Whether in a situation 
making it undesirable that the nonrecog- 
nition provisions of section 112(b)(6) apply 
to a corporate liquidation, the effect of the 
situation could be avoided by the adoption 
of a plan of liquidation and the postpone- 
ment of the final distribution in liquidation 
to a date later than the fourth taxable year, 
is debatable. In the absence of an inter- 
vening factor after the adoption of the plan 
of liquidation (such as the discovery of a 
theretofore unknown liability of the subsidiary 
corporation) it seems doubtful that the de- 
liberate attempt to avoid the nonrecognition 
provisions of Section 112(b)(6) would be 
effective. In such a case if what is desired 
is to acquire a stepped-up basis for property 
owned by the subsidiary, consideration might 
be given to some other type of transaction, 
as, for example, the declaration of a divi- 
dend payable in property, as a means to 
achieve the desired end.”*® I do not share 
this belief. I believe that this question was 
answered last September by Commissioner 
v. Day & Zimmerman, Inc." Here a corpo- 
ration reduced its holdings in two other cor- 
porations to less than eighty per cent in order 
to take advantage of long-term capital losses. 


The Commissioner asserted that the sale of 


sufficient shares at auction to the corpora- 
tion’s treasurer to bring the stockholdings to 
less than eighty percent “served no business 
purpose in that its only reason was to avoid 
the provisions of Section 112(b)(6) and that 
therefore it should not be recognized. 

The respondent did recognize the tax situa- 
tion involved in its stock sales and its con- 
duct is subject to even more careful scrutiny 
for that reason. Gregory v. Helvering. 

As [that case held], however, lawful fair 
efforts to minimize taxes are entirely per- 
missible. Despite the connection of 
[the buyer] with [the respondent] there is 
not the slightest reason arising from the 
agreed facts for any suspicious inference 
with respect to his purchase of the stock. 

It follows necessarily that the taxpayer was 
not the holder of eighty per cent of the pre- 
ferred stock of either [company] in 1940, 
the year it suffered its loss. Section 112(b) (6) 
therefore does not apply and the taxpayer's 
losses should be recognized.” 





5 2903 U. S. 465 [35-1 ustc § 9043]. 

6 Howard A. Seitz in ‘‘The Tax Clinic,’’ Jour- 
nal of Accountancy, March, 1946, Vol. 81, No. 3, 
p. 236. 

7451 F. (2d) 517 [45-2 ustc J 9403]. 
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ney Considerable difficulty was encountered 
F Ac- for a number of years in the interpretation 
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ecog- which reads, “No gain or loss shall be recog- 
apply nized upon the receipt by a corporation of 
of the property distributed in complete liquidation 
»ption of another corporation.” Is money “prop- 
pone- erty” in this sense? The courts have not 
Jation seen eye to eye on this question, but at the 
. year moment the controlling case is Tri-Lakes 
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tion is not considered taxable: specifically, 
the transaction is considered taxable only to 
the extent of the boot, that is, the part of the 
transaction which does not represent a sub- 
stitution. 

Assumption of liabilities is classified as a 
form of boot. Section 29.113(a)(6)-2 of the 
Regulations provides that the amount of any 
liabilities of the taxpayer assumed by the 
other party to an exchange is to be treated 
as money received by the taxpayer upon the 
exchange that will reduce the basis of the 
stock, whether or not the assumption of 
liabilities resulted in a recognition of gain 
or loss to the taxpayer under the law appli- 
cable to the year in which the exchange was 
made. 


Apportionment 


In a tax-free exchange, if two or more 
classes of stock are received, the basis of 
the surrendered stock is to be allocated to 
the different classes of stock received in 
proportion to their fair market values on 
the date received, in accordance with Sec- 
tion 29.113(a)(12)-1 of Regulations 111. 


3ecause of the nature of the assets, appor- 
tionment is not always possible. This is 
illustrated by the following case.* <A tax- 
payer made a purchase of Chase stock, re- 
ceiving ownership of Chase National Bank 
and of Chase Securities Corporation equities. 
No attempt was made to allocate any por- 
tion of the purchase price to the bank stock 
or to the securities company stock. The 
court found that it was neither reasonable 
nor practicable to allocate to each stock a 
portion of the original investment: ‘No loss 
is allowable on the sale of plaintiff’s stock 
in Chase National Bank during the year 
1936 until the whole original investment is 
closed by sale of the stock of the affiliate 
corporate, Amerex Holding Corporation, 
formerly Chase Securities Corporation.” 
This would indicate that if the Amerex 
stock (which had little value) were never 
parted with, the sale of the infinitely more 
valuable Chase National Bank stock would 
never result in a loss because the original 
transaction was never completely closed. 


There is no satisfactory formula for ap- 
portioning basis among several parcels ac- 
quired in block. A typical case was Stock 
Yards National Bank of South St. Paul v. 
Commissioner,” decided by the Eighth Cir- 
cuit Court of Appeals on February 18, 1946. 





® Spreckels-Rosekrans Investment Company v. 
Lewis [44-1 ustc § 9142]. 
1 153 F. (2d) 708 [46-1 ustc § 9179]. 
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as ownership of the S stock had carried 
ownership of the S assets anyway, the P 
stockholders now own nothing that they 
had not owned all along. Suppose corpora- 
tion S were liquidated at a profit. Is it 
equitable to consider that this is a taxable 
transaction, when only a change in form 
actually has been achieved? The profit is 
purely a paper one; to pervert the cigarette 
advertisement, nothing new has been added. 
One reason for writing the subsidiary cor- 
poration non-recognition feature into the 
law, was ultimate Congressional realization 
of the fact that ownership of subsidiary cor- 
poration assets is only ownership of sub- 
sidiary corporation stock in a different form. 
There has been no change of ownership, 
management, type of enterprise, or anything 
else that is truly substantial. Another reason 
for this law was the increasing awareness 
that liquidation of subsidiary corporations 
was often desirable, and hence the process 
should be encouraged rather than discouraged 
by the imposition of a tax on the transac- 
tion. Under Section 112(b)(6), no gain or 
loss is recognized upon the receipt of a 
corporation of property in liquidation of 
another corporation if the receiving corpora- 
tion owns at least eighty percent of the stock 
of the corporation being liquidated. If the 
various requirements of stock ownership, 
time of distribution, and informational data 
are met, the liquidation may be effected 
without gain or loss, and the property will 
retain the same basis after the liquidation as 
before. 

But is that always desirable? It is fine to 
be able to get the assets of a subsidiary 
without reportable gain or loss—but is it 
always advantageous to take over the sub- 
sidiary’s assets at the subsidiary’s basis? In 
an inflationary market such as the present 
one, the subsidiary’s basis may be very low, 
with the result that subsequent realization 
by the parent will show a tremendous tax- 
able profit. A very timely question is this 
one: does a subsidiary meeting the statutory 
tests have to be treated under Section 
112(b) (6) when it is liquidated? The numer- 
ous conditions laid down by the Code and 
by the Regulations for qualifying under Sec- 
tion 112(b)(6) suggest a solution: disqualify 
the subsidiary from treatment under this 
section by deliberately failing to meet one 
of the conditions. 


Interpretation of Gregory Decision 


The next question is: may a corporation 
be deliberately disqualified from treatment 
under Section 112(b)(6) without violating 
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the strictures against subterfuge as laid 
down by Gregory v. Helvering?* An attor- 
ney has written to the Tax Clinic of the 
March, 1946 issue of the Journal of Ac- 
countancy as follows: “Whether in a situation 
making it undesirable that the nonrecog- 
nition provisions of section 112(b)(6) apply 
to a corporate liquidation, the effect of the 
situation could be avoided by the adoption 
of a plan of liquidation and the postp dne- 
ment of the final distribution in liquidation 
to a date later than the fourth taxable year, 
is debatable. In the absence of an inter- 
vening factor after the adoption of the plan 
of liquidation (such as the discovery of a 
theretofore unknown liability of the subsidiary 
corporation) it seems doubtful that the de- 
liberate attempt to avoid the nonrecognition 
provisions of Section 112(b)(6) would be 
effective. In such a case if what is desired 
is to acquire a stepped-up basis for property 
owned by the subsidiary, consideration might 
be given to some other type of transaction, 
as, for example, the declaration of a divi- 
dend payable in property, as a means to 
achieve the desired end.”*® I do not share 
this belief. I believe that this question was 
answered last September by Commissioner 
v. Day & Zimmerman, Inc." Here a corpo- 
ration reduced its holdings in two other cor- 
porations to less than eighty per cent in order 
to take advantage of long-term capital losses. 
The Commissioner asserted that the sale of 
sufficient shares at auction to the corpora- 


less than eighty percent “served no business 
purpose in that its only reason was to avoid 
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therefore it should not be recognized. 
The respondent did recognize the tax situa- 
tion involved in its stock sales and its con- 
duct is subject to even more careful scrutiny 
for that reason. Gregory v. Helvering. 


As [that case held], however, lawful fair J 


efforts to minimize taxes are entirely per- 
missible. Despite the connection of 
[the buyer] with [the respondent] there is 
not the slightest reason arising from the 
agreed facts for any suspicious inference 
with respect to his purchase of the stock. 

It follows necessarily that the taxpayer was 
not the holder of eighty per cent of the pre- 
ferred stock of either [company] in 1940, 
the year it suffered its loss. Section 112(b) (6) 
therefore does not apply and the taxpayer's 
losses should be recognized.” 





5 203 U. S. 465 [35-1 ustc § 9043]. 

6 Howard A. Seitz in ‘‘The Tax Clinic,’’ Jour- 
nal of Accountancy, March, 1946, Vol. 81, No. 3, 
Pp. 236. 

7151 F. (2d) 517 [45-2 ustc J 9403]. 
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Property Defined 


Considerable difficulty was encountered 
for a number of years in the interpretation 
of the first sentence in Section 112(b)(6), 
which reads, “No gain or loss shall be recog- 
nized upon the receipt by a corporation of 
property distributed in complete liquidation 
of another corporation.” Is money “prop- 
erty” in this sense? The courts have not 
seen eye to eye on this question, but at the 
moment the controlling case is Tri-Lakes 
Sieamship Company v. Commissioner,” where 
the Sixth Circuit Court of Appeals found 
that the term “includes money, and its dis- 
tribution in liquidation is a tax-free trans- 

nies 99 
action. 


The Regulations provide that “the recipi- 
ent corporation shall, at no time, on or after 
the date of the adoption of the plan, and 
until the receipt of the property, be the 
owner of a greater percentage of any class 
of stock than the percentage of such class 
owned at the time of the receipt of the prop- 
erty.” The reason for this requirement is 
not entirely clear; the only logical explana- 
tion seems to be that the corporate stock- 
holder should not be permitted to take a 
deductible loss on the sale of part of his 
shares, when the disposition (liquidation) of 
the balance of the shares is to be considered 
tax-iree. It is noteworthy that the corpo- 
rate stockholder is not forbidden to add to 
its shares. 


\ Partially Tax-Free Transfers 


In addition to—or rather in between—ex- 


} changes which are tax-free because of rigid 
) compliance with the reorganization section 


and exchanges which are taxable because of 
non-compliance, there is a third possibility: 
partially tax-free transfers. The concept of 
boot may be rendered more readily apparent 
when one thinks of the original terminology 
—‘cash to boot.” But boot also includes 


} property other than cash which cannot be 


received tax-free under the reorganization 
The reason for boot is indicated 
by the theory of exchanges. If something 


} is exchanged for something else, no gain or 


loss is recognized under the reorganization 
sections (provided the very strict require- 
ments are complied with), on the theory 
that the new property is merely a substitu- 
tion for the old property. When something 
is received that is more than just a substitu- 
for the old property, this additional 
item is subject to tax. The entire transac- 


§146 F. (2d) 970 [45-1 ustc J 9145]. 


Basis in Tax-Free Reorganization 


tion is not considered taxable: specifically, 
the transaction is considered taxable only to 
the extent of the boot, that is, the part of the 
transaction which does not represent a sub- 
stitution. 


Assumption of liabilities is classified as a 
form of boot. Section 29.113(a)(6)-2 of the 
Regulations provides that the amount of any 
liabilities of the taxpayer assumed by the 
other party to an exchange is to be treated 
as money received by the taxpayer upon the 
exchange that will reduce the basis of the 
stock, whether or not the assumption of 
liabilities resulted in a recognition of gain 
or loss to the taxpayer under the law appli- 


cable to the year in which the exchange was 
made. 


Apportionment 


In a tax-free exchange, if two or more 
classes of stock are received, the basis of 
the surrendered stock is to be allocated to 
the different classes of stock received in 
proportion to their fair market values on 
the date received, in accordance with Sec- 
tion 29.113(a)(12)-1 of Regulations 111. 


3ecause of the nature of the assets, appor- 
tionment is not always possible. This is 
illustrated by the following case.® <A tax- 
payer made a purchase of Chase stock, re- 
ceiving ownership of Chase National Bank 
and of Chase Securities Corporation equities. 
No attempt was made to allocate any por- 
tion of the purchase price to the bank stock 
or to the securities company stock. The 
court found that it was neither reasonable 
nor practicable to allocate to each stock a 
portion of the original investment: ‘No loss 
is allowable on the sale of plaintiff’s stock 
in Chase National Bank during the year 
1936 until the whole original investment is 
closed by sale of the stock of the affiliate 
corporate, Amerex Holding Corporation, 
formerly Chase Securities Corporation.” 
This would indicate that if the Amerex 
stock (which had little value) were never 
parted with, the sale of the infinitely more 
valuable Chase National Bank stock would 
never result in a loss because the original 
transaction was never completely closed. 


There is no satisfactory formula for ap- 
portioning basis among several parcels ac- 
quired in block. A typical case was Stock 
Yards National Bank of South St. Paul v. 
Commissioner,” decided by the Eighth Cir- 
cuit Court of Appeals on February 18, 1946. 





9 Spreckels-Rosekrans Investment Company v. 
Lewis [44-1 ustc § 9142]. 
153 F. (2d) 708 [46-1 ustc § 9179]. 
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Here the petitioner, P Corporation, was 
owned by the same interests that owned M, 
a mortgage company. M owed P, the peti- 


tioner, $29,500. M transferred all of its 
assets to P and then dissolved. One year 
later, P sold two farms thus acquired. The 


Commissioner claimed that the basis was 
equivalent to their selling price one year 
later; hence there was no gain or loss. It 
was impossible to tell from the record the 
book value assigned to either farm by M at 
the time of the transfer. Said the court: 
“Since [the petitioner] claimed a deduction 
from its income for the year 1939, it was 
under the burden of proving facts necessary 
to establish its right to take the deduction 
claimed.” As the farms were acquired 
through a corporate reorganization under 
reorganization under Section 112(g)(1)(C), 
the petitioner’s basis was the same as the 
basis of M, “increased in the amount of gain 
or decreased in the amount of loss recog- 
nized to the transferor upon such transfer 
under the law applicable to the year in which 
the transfer was made.” And because the 
petitioner’s basis under this section was a 
substituted basis, adjustments for items 
chargeable to capital account, obsolescence 
and depreciation had to be made for the 
period during which the mortgage company, 
M, held the farms in order to arrive at M’s 
basis when the transfer to P was made. Ad- 
justments of similar nature were required 
for the period during which P held the 
farms. The court continued: “If we assume 
that the mortgage company’s unadjusted 
basis for the determination of loss or gain 
on the sale of the farms was the amount for 
which the farms were acquired at the fore- 
closure sales, there is no satisfactory evi- 
dence in the record from which any required 
adjustments, if any, can be made to arrive 
at its adjusted basis.” So the petitioner’s 
unfortunate accountants were given another 
opportunity of proving that the Commis- 
sioner’s determination was erroneous. 


Problems for the Accountant 


The bar associations of late have been 
making spirited efforts to keep accountants 
from what is allegedly practising law, which 
conceivably could rule out almost every type 
of tax work except pencil-pushing insofar 
as accountants are concerned. But prob- 
lems of apportioining basis, as in the farm 
case just mentioned, can never be left to any 
one but a good accountant. Another basis 
problem which requires a thorough account- 
ant to unscramble is Section 113(a)(11) of 
the Code, which deals with property ac- 
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quired during affiliation. In brief, this sec. ; 
tion, as well as Section 29.113(a)(11)-1 of | 
the Regulations, provides that the basis of 


property acquired by a corporation during a 46 
period of affiliation from a corporation with Tht 
which it was affiliated shall be the same as it § 
would be in the hands of the corporation Wit 
from which the property was acquired. til 
Another arduous job for the accountant in se 
basis determination involves the excess aes 
profits tax. For excess profits tax, the same pen 
theory of carry-over of basis in a tax-free re- ol 
organization applies. Under Section 718(a) (2) ai 
of the Code, equity invested capital includes § ,.,. 
property (other than money) previously paid afte 
in (regardless of the time paid in) for stock, agr 
or as paid-in surplus, or as a contribution ¢,, 


to capital. This property will be taken inf 


; Z mee S ule 
at the transferor’s adjusted basis, increased § ns 
in the amount of gain or decreased in the® att 
amount of loss to the taxpayer that wasjf the 


recognized upon the exchange. So the equity§f 
invested capital computation is dependent dif 
upon an analysis of the transferor’s basis, ™ 





B act 
which in turn may involve going back many, 7 
many years in the transferor’s records. It} ,,. 
has been held that the transferor’s basis] wee 


cannot be used in the equity invested capital the 
computation where there was no plan of re-§ 
organization—that is, where the formal an 

ments of a tax- free reorganization were F 
deficient, and the transferor’s basis was for-| 
feited, with cost (a very much lower figure) 
having to be used.” 















Closing Agreements 


Accountants often overlook the fact that i 
if basis cannot be properly ascertained de-) 
spite all efforts, or if there are unusual fac-9J 
tors in the case, or if there are other jz; 
controversial points that might be compro- x 
mised, or if either the taxpayer or the Reve-# 
nue Agent is anxious to wind up the case, 
another solution remains. It is expres 
provided that the closing agreement is a form} 
of basis determinant. Section 29.113(b) (1)-3 
of the Regulations provides: “If the tax-f 
payer and the Commissioner agree, the basis! 
of the taxpayer’s property may be adjustedf ori 
in a manner different from that set forth inf 
Section 29.113(b)(1)-2. Variations from sec 
such rule may, for example, involve adjust-f is ; 
ing the basis of any part of the taxpayer's} 
property or adjusting the basis of all the 
taxpayer’s property, according to a fixed 
allocation. Agreement between the taxpayer 
and the Commissioner as to any variation 
from such general rule shall be effected only 


7 








1 Peeler Hardware Company v. Commissioner, 
5 TC 518 [CCH Dec. 14,691]. 
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by a closing agreement entered into under 
the provisions of Sections 3670 (paragraph 
46 of the Appendix to these regulations).” 
This liberal language indicates that any basis 
may be used, if the Commissioner agrees. 
With reference to closing agreements, Mimeo- 
graph 4821 declares: “Form 906 may be 
used, for example, with respect to an agree- 
ment as to the amount of gross income, de- 
ductions for losses, depreciation, depletion, 
or the value of property on a basic date.” A 
closing agreement has definite uses, insofar 
as basis is concerned; and an agreement 


s may be reached prospectively as well as 


after the transaction is a fait accompli. This 
agreement is permanently binding upon the 
Commissioner, except in the case of fraud- 
ulent representations or a change in the 
underlying statute. It is obviously a mag- 


>» nificent advantage to be able to know what 


the basis will be before a transaction is con- 
sunimated; the door is always open to a 
different course of action or complete non- 
action if the verdict is unfavorable. There 
is one important rub, however: the govern- 
ment does not encourage these agreements 
and is not likely to enter upon one, unless 
there is some advantage for the government 
as well as the taxpayer. Governmental ad- 
vantage in this sense might be derived from 
gaining a concession from the taxpayer on 
another questionable issue or as a phase of 
a general compromise to close a case. 


_ Holding Time of Transferred 


Securities 


With reference to the effective holding 
time of securities transferred in a reorgan- 
ization to determine whether a long-term 
or short-term basis must apply, the general 
theory of considering the new equity to be 
merely a continuation of the old prevails. 
Where stock or securities in a corporation 
which is a party to a reorganization are ex- 
changed solely for stock or securities in 
another corporation which is a party to the 
reorganization, the period for which the 
original securities were held must be in- 
cluded in the period for which the new 
securities were held by the taxpayer. This 
is also true in the case of a wash sale trans- 
action, where the loss is not deductible 
under Section 118(a). 


Dissolution of a Newly 
Acquired Corporation 


\n interesting basis problem is created 
by the quasi-controlled economy of today. 


Basis in Tax-Free Reorganization 


There are several variations of this prob- 
lem. Consider first A Corporation, which 
needs to replenish depleted inventories. B 
Corporation has such inventories but refuses 
to sell at today’s ceiling prices. So A Cor- 
poration buys B stock (the securities), liqui- 
dates B, and gets the B stock (inventories). 
Ordinarily the basis of these inventories to 
A would be B’s basis, as under a Section 
112(b) (6) liquidation the basis of the trans- 
feror would carry over to the transferee. 
But it has been held that where the stock of 
a corporation is acquired solely in order 
to take possession of the assets and the ac- 
quired corporation is at once liquidated, the 
basis of the assets taken over must be the 
cost of the stock bought.” Here the court 
looked through the form of the transaction 
and taxed the transaction in line with its 
intended purpose: namely, the purchase of 
assets. This is one way of legitimately buy- 
ing inventories above the ceiling price, but 
it may be an expensive purchase. And the 
tough problem of allocating the cost of the 
stock among the other assets remains. 
Other variations include the purchase by A 
Corporation of B Corporation and the liqui- 
dation of B for different contemporary 
reasons : to get B’s fixed assets where no equip- 
ment is available, to get B’s supply of fuel, 
to get B’s allotment of certain raw materials 
that are still rationed, perhaps even to get 
B’s_ skilled employees where there is an 
acute labor shortage. If the purchase price 
of B’s stock must be said to be the cost of 
B’s assets acquired, then the theory of tax- 
free liquidation of a subsidiary without gain 
or loss is ignored. One solution to the prob- 
lem is to avoid the weak point in the Prairie 
Oil case, where the immediate liquidation of 
the new subsidiary was considered eviden- 
tiary of a mere purchase of assets: in other 
words, don’t liquidate the subsidiary so 
promptly that the liquidation is an incident 
of the stock acquisition. The fact that the 
liquidation of the subsidiary follows the 
acquisition of its stock by some time, will 
not of itself avoid the Prairie Oil finding; 
the so-called “step reorganization” can be 
spelled from events quite spread in time. 
3ut if a sound business reason for the sub- 
sequent dissolution of the newly-acquired 
corporation may be presented, the transac- 
tion should be successfully defended. When 
consideration is given to why so many cor- 
porations really were acquired in the past 
few controlled years, it seems very likely 
that we shall be hearing considerably more 
about the Prairie case in the next few years. 





122 Prairie Oil d Gas Company v. Motter, 66 F. 
(2d) 309 [3 uste § 1142]. 
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Sound Business Reason 


Sound business reason is an increasingly 
important matter in the tax world. The 
Gregory case, which laid down the principle 
that an action without a business purpose 
will be disregarded if tax saving is the only 
motive, grew out of a reorganization case; 
but this decision has been the controlling 
precedent in excise, estate, personal income, 
and virtually every other type of tax case 
since that time.” Even change of account- 
ing period, which often is sought in reorgan- 
ization matters, now is dependent upon the 
Gregory case: the present printing of Form 
1128, Application for a change of Account- 
ing Period, contains these words: “I declare 
that the change in accounting period indi- 
cated above is not requested for the purpose 
of effecting a tax saving either in the period 
of change or any subsequent year but is 
made for the business reasons set forth on 
the reverse side of this application.” The 
reverse side allows extremely ample room 
for the answer to this request: “Reasons 
why change is desired. - 


Statutory Reorganization 


The great bulk of all cases, or even prob- 
lems, concerning basis go back to an elemen- 
tary concept: the occurrence of a statutory 
reorganization. This refers only to the spe- 
cific tvpes of transaction referred to in Sec- 
tion 112(¢)(1) of the Code; the common 
garden variety of definition of reorganiza- 
tion will have no significance here. Jf there 
has been a statutory reorganization, the 
transferor’s basis generally carries over to 
the transferee, unless one of the specific pro- 
visions of the Code applies. These special 
provisions are relatively few and are care- 
fully labeled; any competent craftsman can 
apply them. If a statutory reorganization 
has not occurred, the general rule will apply 
that the difference between realization and 
adjusted cost is taxable. The real problem, 
then, is to know whether there is a tax-free 
reorganization. Once the answer to this 
question is ascertained, the rules to be ap- 
plied are available. 


But the question of whether a reorganiza- 
tion exists is one of the most difficult prob- 
lems in the book. It is necessary to know 
the meaning of every word and phrase in 
Section 112(g)(1): for example, what is 
meant by “control,” “substantially all,” “re- 
capitalization,” etc. Sixteen of the words 


13 See Robert S. Holzman, ‘‘Ten Years of the 
Gregory Case,’’ Journal of Accountancy, March, 
1945, Vol. 79, No. 3, p. 215. 
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and phrases in this definition have had fur- 
ther clarification in court decisions or the 
Regulations.“ In addition, the actual mean- 
ing of “continuity of interest,” “in pursu- 
ance of a plan” and “party to a reorganization” 
must be understood. Most of the recent 
basis cases still evolve around the matter of 
definition. Thus Bodell v. Commissioner 
decided by the First Circuit Court of Ap- 
peals on March 15, 1946, rested upon the 
question of whether the phrase, “substan- 
tially in proportion to his interest in the 
property prior to the exchange,” meant pro- 
portionate in control or proportionate in 
value. (Value was found to be the test.) 
Pacific Public Service Company v. Commis- 
stoner,” decided by the Ninth Circuit Court 
of Appeals on March 26, 1946, was depend- 
ent upon whether demand notes are “se- 
curities” within the meaning of Section 112(b), 
(They are not.) 


Securities Defined 


F, T. Bedford v. Commissioner™ also in- 
volved the definition of “securities.” A Cor- 
poration stock was guaranteed as to dividends 
and as to par upon dissolution by B Cor- 
poration. Both corporations went into bank- 
ruptcy, and a single plan of reorganization 
was approved. Holders of A Corporation 


stock surrendered their A shares and their 


rights under B’s guarantee, receiving that 
same number of new non-guaranteed A Cor- 
poration shares and one-fifth as many shares 
of new B Corporation preferred. Under 
Section 112(b)(3), no gain or loss is recog- 
nized if stock or securities in a corporation 
which is a party to a reorganization are 
exchanged solely for stock or securities in 
such corporation or in another corporation 
which is a party to the reorganization. The 
Commissioner conceded that the section was 


applicable to the exchange of old A shares 


for new A shares; but he maintained that 
receipt of B Corporation shares was not 
exempted, as the B shares were only a pay- 
ment by B Corporation to extinguish its 
obligations under its guarantee. The court 
declared that Section 112(b)(3) could ap- 
ply only if the claim could be considered a 
“security” for which the B stock was ex- 
changed. The test of whether it was a se- 
curity depended on whether the recipient 
was given a continuing interest in the 





144 See Robert S. Holzman, ‘‘A Variorum Definl- 
tion of the Terms in Reorganization,’’ TAXES— 
The Tax Magazine, April, 1944, Vol. 22, No. 4, 

. ¥52. 

15 [46-1 ustc J 9211]. 

146 [46-1 ustc f| 9223]. 

17150 F. (2d) 341 [45-2 ustec { 9371]. 
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enterprise different from that of a general 
creditor. It was held that the rights under 
B Corporation’s guarantee which the indi- 
vidual A Corporation stockholders gave up 
in exchange for B stock “were not ‘securi- 
ties’ within either the common meaning of 
the word or the test laid down by the 
authoritative decisions.” 

“In pursuance of a plan,” as contemplated 
by Section 29.112(g)-1 of the Regulations, 
will cover an exchange that takes place as 
long as six years later, according to W. N. 
Fry v. Commissioner,* where the court said: 
“\fere delay in such distribution, when due 
to reasonable cause, is immaterial once the 
existence of the plan is established.” 

“Substantially all” was considered by the 
Tax Court in Southland Ice Company v. Com- 
missioner.” Here assets of O Corporation 
were transferred to T Corporation at a fore- 
closure sale. Depositing bondholders were 
issued voting stock and income bonds of T 
in the same proportion to their interests in 
the assets of O before the exchange. T 
used the basis of O for depreciation and dis- 
posals. The Commissioner claimed the fore- 
closure sales prices as the basis, but the 
court recognized a reorganization and al- 
lowed the transferor’s basis, even though T 
had not acquired 100 percent of O’s assets 
in exchange for T stock. The small fraction 
of the property not transferred was used in 
its entirety to pay off dissenting property 
owners in cash and was not enough to nul- 
lity the phrase, “substantially all.” 

The definition of “securities” was reviewed 
in Erdman v. Commissioner,” decided by the 
Tax Court on January 25, 1946. A corpo- 
ration had a recapitalization, under which 
new notes and new stock were exchanged 
for old notes and an open account. It was 
held that issuance of new stock to majority 
creditors in partial payment of their claims 
satisfied the continuity provisions of the 
statute. The exchange fell within Section 
112(b)(3), even though the maturity dates 
of the old notes were not shown, as this 
failure of proof was deemed insufficient to 
base a holding that the obligations were 
short-term notes and hence not “securities” 
under the Pinellas case.” 


Reorganization Defined 


The Commissioner may also invoke the 
definition of a reorganization as an offensive 





8% 5 TC 1058 [CCH Dec. 14,836]. 

195 TC 842 [CCH Dec. 14,771]. 

*° [CCH Dee. 14,984(M)]. 

1 Pinellas Ice & Cold Storage Company v. 
Commissioner, 287 U. S. 462 [3 ustc © 1023]. 


Basis in Tax-Free Reorganization 


weapon. In W. D. Haden Company v. Com- 
missioner,” decided by the Tax Court on 
April 9, 1946, there was a four-cornered 
deal to avoid payment of a brokerage com- 
mission. The taxpayer, at the suggestion of 
a second party, conveyed a lot (held by it 
for productive use in its business) to a third 
party and at the same time took title to a 
lot conveyed by a fourth party; no other 
consideration was involved. The taxpayer 
treated the transaction as a sale and took a 
deduction for a long-term loss. The Com- 
missioner claimed that the loss was non- 
deductible because the transaction was an 
exchange of property for property of a like 
kind under Section 112(b)(1), and hence no 
gain or loss could be recognized. The Tax 
Court upheld the Commissioner, finding 
that whatever else may have happened in 
the complicated deal, the net result from 
the taxpayer’s standpoint was that it gave 
up property and received property of like 
kind. 

Important though these definitions may 
be, one cannot rely exclusively upon them. 
As the court said in Bazley v. Commissioner * 
on January 8, 1946: “It is true that, literally, 
the questioned transaction is a ‘recapitaliza- 
tion’. But the sanctuary of the tax-free ‘re- 
organization’ is not available to a taxpayer 
merely because the form of the transaction 
matches literally the wording of the Reve- 
nue Act.” And as far back as 1934, even 
before the Gregory case reached the Su- 
preme Court, TAXES—The Tax Magazine 
contained an article entitled ‘Determining 
Income Tax Liability by the Taxpaver’s 
Motive.” ™ 


Conflict of Form and Substance 


Yet it is a grave mistake to think that in 
the old battle of Form versus Substance, 
Substance has completely routed Form. 
Thurman Arnold, in his book, The Folklore 
of Capitalism, has written thus of corporate 
reorganization: * “It is perhaps the most 
interesting of all our legal rituals from a 
ceremonial point of view, because it is the 
most complicated mystery of all. In the 
celebration of this ritual great law firms are 
able to maintain staffs and offices which give 
a magnificence to the legal profession known 
at no other time or place. The fees charged 
have been fantastic. The literature has been 





22 [CCH Dec. 15,103(M)]. 

2 [46-1 ustc f 9135]. 

** J. Bay Robinson in TAXES—The Tax Maga- 
zine, August, 1934, Vol. 12, No. 8, p. 402. 

* New Haven: Yale University Press, 1937, 
at p. 230. 
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almost incomprehensible, but the result has 
been most impressive. A corporate reorgani- 
zation is a combination of a municipal elec- 
tion, a historical pageant, an antivice crusade, 
a graduate-school seminar, a judicial pro- 
ceeding, and a series of horse trades, all 
rolled into one—thoroughly buttered with 
learning and frosted with distinguished names. 
Here the union of law and economics is cele- 
brated by one of the wildest ideological 
orgies in intellectual history.” 


Actually the problem is more than one of 
ideologies. Form may be just as important 
as substance in determining basis in reorgan- 
izations. The privilege of statutory re- 
organization is something that is conferred 
upon the taxpayer. It is not a right. The 
taxpayer is allowed to constitute himself an 
exception to a general rule of taxation, pro- 
vided that he complies rigidly with certain 
statutory requirements; and if he fails to 
furnish this compliance, the regular tax laws 


will be enforced against him. It is not 
enough to comply with the letter of the law, 
or even with the spirit of the law; the tax- 
payer must be prepared to demonstrate that 
he has complied with the law itself. This 
statutory demonstration may take either of 
two forms: (a) records to be maintained 
and (b) forms to be filed with the Commis- 
sioner of Internal Revenue. This is not the 
appropriate place to consider the formali- 
ties in reorganizations, but it should be noted 
that they are far more numerous than most 
experienced tax practitioners realize. The 
penalty for not following through to see that 
all the formalities are met, might be the loss 
of carry-over of the transferor’s basis. It is 
as though, with great skill, a batter sent the 
ball into the left-field bleachers, but was 
called out because he had failed to touch 
second base. At least that is the rule in 
the leagues north of the Rio Grande. 


[The End] 


Summary of City Government Finances in 1944 


In 1944, the finances of the 397 cities 
having 1940 populations over 25,000 re- 
mained fairly stable. Depending to a 
large extent upon the comparatively in- 
elastic property tax, city revenue was 
relatively unaffected by the expanded 
industrial activity of the war years. Ex- 
penditure was generally held within the 
limits of current revenue, so that this 
phase of municipal finance also re- 
mained almost unchanged in total, as 
compared with the previous year. Both 
gross and net debt were reduced, con- 
tinuing a trend in evidence since 1940. 

The large-scale financial operations 
of New York City, whose revenue and 
expenditure in 1944 comprised one- 
fourth and whose debt comprised two- 
fifths of the 397-city total, affected 
somewhat the change in aggregate 
figures. Thus, while operation expendi- 
ture in general rose, a large drop in 
New York City’s expenditure for public 
welfare tended to modify the aggregate 
increase. On the revenue side, how- 
ever, New York City followed the gen- 
eral tendency and magnified the total 
picture to some extent. Likewise, New 
York City’s debt followed the general 
pattern, and emphasized the total debt 
reduction. 


General revenue, amounting to $2,664 
million in 1944, was 3.1 per cent higher 
than in 1943. Of the total, $1,971 mil- 
lion, or almost two-thirds, came from 
property taxes, the mainstay of munici- 
pal financing. The total property tax 
vield of the 397 cities with populations 
over 25,000 increased only one per cent 
above the 1943 level. Data for the 
thirty-seven largest cities indicates 
little change in the tax levies of most of 
these cities. 

Next to the property tax, the largest 
single source of city revenue was state 
aid, which provided $424 million, or 
15.9 per cent of the total. Cuts in state 
aid for public welfare and national de- 
fense training were more than offset 
by gains in the cities’ shares of state 
taxes, such as net income taxes, reflect- 
ing the expansion of national income, 
and sales taxes, which responded to 
improved business arising from the 
greater purchasing power in the hands 
of consumers. Those cities which im- 
posed sales or gross receipts taxes re- 
ceived increased revenue from this 
source. Sales and gross receipts taxes, 
which, however, comprised only 4.4 per 
cent of the total, produced $118 million, 
4.7 per cent more than in the previous 
year —City Finances: 1944, May, 1946. 
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Charles D. Hamel, Excess Profits Tax Council Chairman 





THE Man WITH THE $8.000,000,000 Question 


By LARSTON DAWN FARRAR 


( THE DAY Charles D. Hamel, noted 

Washington, D. C., tax lawyer, was 
appointed chairman of the new Excess 
Profits Tax Council to administer claims 
for relief from the excess profits tax under 
Section 722 of the Internal Revenue Code, 
no Capital newspaper devoted more than 
two paragraphs to the fact. 


This neglect certainly should not be taken 
as a measure either of Mr. Hamel’s worth 
or of his personal popularity in Washington. 
It should not be held against anyone in 
particular. 

Overlooking the vital importance of both 
Mr. Hamel and his new position perhaps 
can be marked down to two factors—the 
public’s well-known lack of interest in tech- 
nical tax matters, and lack of realization 
on the part of most reporters as to the in- 
trinsic public interest that is involved in 
Mr. Hamel’s future decisions. 


He is a little man, physically, with one 
of the biggest and most important single 
jobs in our postwar economy ahead of him. 


The Man with the $8,000,000,000 Question 





The disposition of at least $8,000,000,000— 
and possibly much more—depends on deci- 
sions which he and his fourteen fellow- 
members of the Excess Profits Tax Council 
will make in the coming months. Already, 
at least 40,000 claims have been filed for 
money paid in as excess profits tax on the 
part of about 17,000 companies, with many 
new claims coming in daily. 


The decisions he and his associates hand 
down conceivably could cause great hard- 
ships to many corporations, hamper them 
in their postwar growth, and thus stymie 
America’s booming prosperity. On _ the 
other hand, the decisions they make also 
could be used to make certain corporations 
inordinately prosperous as a result of war 
work—and, in time, to bring a Congres- 
sional investigation of the whole problem. 





Personal Characteristics 


A visit with shrewd, well-knit Mr. Hamel 
in his office at Room 3552, Internal Revenue 
Building in Washington, proves to your 
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satisfaction, however, that neither of these 
bad things is likely to happen. A study of 
his career and a knowledge of his character 
is greater proof. 


Although his brown eyes, white, closely- 
cropped hair, spry sixty-four-year-old step 
and in-the-pink complexion might indicate 
he is Irish, Mr. Hamel is of French descent 
and proud of it. Besides being a tax attor- 
ney of wide reputation, he is part-time 
farmer on his forty-acre place at McLean, 
Virginia, down the road in historic Fairfax 
County, and is a magazine contributor in 
his own right. 


The background of the problem which 
faces Mr. Hamel and his associates on the 
Excess Profits Tax Council is elemental 
to most tax men, but little known and little 
undertood by millions of Americans. It is 
all tied up with the war and the resultant 
increase in income made by virtually every- 
body and every corporation in America. 


Background of the Council 


Recognizing in 1940 that the approaching 
war could bring exorbitant profits to many 
well-established corporations and later could 
bring from many sources new charges of 
the creation of “war millionaires,” Congress 
in 1940 passed the excess profits tax, based 
on the pattern of earnings of existing cor- 
porations. Congress then, and in _ subse- 
quent years, found that the base period set 
for determining “normal” earnings of a 
company—1936-1939—might be fair in some 
instances or even in most instances, but that 


it certainly was not fair in many cases, 
The mere fact that many new corporations 
had not been in business in the base period, 
1936 through 1939, posed a problem. It was 
“solved” by the arbitrary fixing of a per- 
centage of the invested capital, but this 
vardstick posed other problems. In the case 
of corporations which had changed the 
whole nature of their business in the base 
period, or had changed management, or 
otherwise had been affected by internal or 
external changes, it became clear that spe- 
cial rules would have to be made in regard 
to excess profits tax charges. 


Section 722 of the Internal Revenue Code 
is a part of the excess profits tax provision 
and underwent various changes during the 
war years as the Congress, the corporations 
and the executive branch of the government 
encountered more and more problems in 
connection with the tax. 


Finally, in its latest form, this Section 722 
authorized the Commissioner of Internal 
Revenue to allow to this or that corporation 
a bigger credit than the general rule of 
thumb typified in other sections of the In- 
ternal Revenue Code and in the excess 
profits tax might allow. Merely placing a 
firm’s base earnings as $200,000 instead of 
$50,000 might change the 
taxes appreciably. 


corporation’s 


The 40,000 claims filed come from 17,000 
corporations, a fact which is_ explained 
easily when it is pointed out that many of 
the corporations filed a claim each tax year 
and the claims have not been acted- upon 
yet. 


Internal Revenue Building, Washington, D. C. 
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Purpose of the Council 


The Commissioner of Internal Revenue, 
Joseph D. Nunan, noting as the weeks and 
months went by that the methods used in 
trying to adjudicate these claims was bring- 
ing satisfaction neither to the corporations 
involved nor to his own mind, and noting 
the huge backlog of cases being built up, 
determined to create the Excess Profits 
Tax Council to make policy, expedite the 
handling of these thousands of claims and 
assure both himself and his associates 
dreamless nights of sleep in the future. 


Mr. Nunan had never met Mr. Hamel 
when the Commissioner had this happy 
thought, but they knew of one another. The 
Commissioner no sooner had created the 
council than he began to cast about for a 
man in whose judgment and integrity he 
could have confidence, Congress could have 
confidence, business could have confidence 
and the public itself could have confidence. 


He called for Mr. Hamel. The proposed 
salary of the new position was $10,000, but 
Mr. Nunan knew that Mr. Hamel would 
not serve for that alone. After all, Mr. 
Hamel was likely making five times that 
much as a tax lawyer. The Commissioner 
appealed to Mr. Hamel on the basis of 
service. 

“After some wrestling with my conscience 
and against the advice of my wife, I took 
the post,” Mr. Hamel says today, with a 
smile. “She keeps telling me that I won’t be 
able to keep my leisurely life any more, but 
I keep saying that it won’t last more than 
a year or two and I might be able to per- 
form a public service.” 


Qualifications 


Men in the know in the tax field around 
Washington say that Mr. Nunan could not 
have found a better man than Mr. Hamel 
for the responsibility of heading the Excess 
Profits Tax Council, despite the fact that 
he is a North Dakota Republican from ’way 
back. As a matter of fact, the appointment 
of Mr. Hamel, despite his Republican view- 
point, speaks well of our government. And 
particularly is this true in view of the fact 
that one quid pro quo he obtained from Mr. 
Nunan before accepting the post was that 
there would be no politics played in the 
appointment of the fourteen associate mem- 
bers of the council. 


“And there certainly wasn’t,” Mr. Hamel 
declared recently. “My associates are as 
fine and honorable and as informed a group 
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of tax men as could be found in this nation, 
in my judgment. I will stake my reputation 
on that statement.” 


Once appointed, Mr. Hamel wasted little 
time getting started on his new job. After 
helping to choose the fourteen associates, he 
went to work to build a staff which he esti- 
mates will reach 125 to 150 persons even- 
tually. 


A conversation with him reveals that he 
is going to move as fast as possible to break 
the logjam of cases, but that he isn’t going 
to be hurried into making any possibly dis- 
astrous moves. 


Policy 


“We are going slowly on questions of 
policy, as every tax lawyer would expect,” 
he pointed out. “It would have been better 
for -us if we could have started from scratch 
and made all precedents on these cases, but, 
of course, it is too late to talk about that. 
However, every rule we make for a while 
is likely to be a precedent—and we'll always 
bear that in mind. 


“We want to get this council so organized 
as to be of help to the bureau throughout 
the nation. We want to have things so that 
the field forces will act with courage and 
will actually settle important and substan- 
tial cases. 

(Continued on page 778) 
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Taxation of the Income 


of INTER VIVOS TRUST 


By JOHN E. MCCLURE 


The author is a member of the firm of Miller & Chevalier in Washington, D. C., 
and a member of the District of Columbia, Illinois and Maryland Bar Associa- 
tions. Mr. McClure gratefully acknowledges the assistance of Maude Ellen White, 
a member of the District of Columbia Bar and an attorney with the same firm 


N EVERY REVENUE ACT from 1916 
to that now in force, a distinction has 
been made between income of individuals 
and income from property held in trust. 


Under trust law infinite refinements have 
been developed separate the 
trust estate from the grantor or beneficiary 
and at the same time retain for the grantor 
or beneficiary many of the attributes of 
ownership. 


designed to 


Until recent years, in many instances a 
grantor, through creating trusts of this type, 
succeeded in reducing the over-all tax lia- 
bility of the family, while its members con- 
tinued to enjoy the benefits that stemmed 
from the property held in trust. In the 
minds of the Treasury and the courts, trusts 
became and remain objects of suspicion, 
because of their facile adaptability to tax 
avoidance. 


A number of statutory provisions were 
inserted to remedy the situation, particularly 
Section 166, relating to revocable trusts, 
and Section 167, relating to income for the 
benefit of the grantor. The statutory pro- 
visions, as was to be expected, were_ not 
completely effective in preventing tax avoid- 
ance through trusts. The law at present 
provides (Section 161l(a)) that the taxes 
imposed upon individuals “shall apply to 
the income of any kind of property 
held in trust,” and (Section 161(b)) that 
the “tax shall be computed upon the net 
income of the trust, and shall be paid 
by the fiduciary, except as provided in sec- 
tion 166 (relating to revocable trusts) and 
section 167 (relating to income for benefit 
of the grantor).” 
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Early Statutory Interpretation 


In earlier years, the courts and the Treas- 
ury followed the view that if a taxpayer 
brought his case within the literal language 
of a statutory provision, nothing further was 
necessary. Under that view, large amounts 
of taxes were avoided by the use of various 
subterfuges. 

By 1932, and as a result of the depres- 
sion, the taxing authorities, being short on 
revenue, became more diligent in looking 
behind mere words and considering the 
realities of transactions. A large number 
of taxpayers took the position that such a 
course of action on the part of the Treasury 
was unfair. They reasoned that they were 
doing merely what they had been led to 
believe they could do. Some taxpayers even 
went so far as to say that such a course 
of action on the part of the Treasury was 
punitive against wealthy taxpayers. 

Regardless of the underlying basis of the 
new concepts of statutory interpretation, it 
seems fair to say that they are here to stay. 
The wise tax practitioner must take this 
into consideration in settling past trans- 
actions with the Bureau and in planning 
new ones. 

That our courts were at one time very 
prone to follow the literal words of a stat- 
ute without regard to the obvious intent of 
the legislature, is illustrated by the state- 
ment made by Supreme Court Justice James 
Wilson in a lecture to the law students 
to the University of Pennsylvania in 1792, 
when he said: 

“Nothing is more to be dreaded than 
maxims of law and reasons of State blended 
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by T. D. 5488 


impelled by considerations of policy, cut 
with the keenest edge, and inflict the deepest 
and most deadly wounds.” 


Judicial Legislation 


In our complex lives today, the courts 
realize that Congress inevitably leaves gaps 
in a tax statute. That realization, coupled 
with the knowledge that the basic purpose 
of any tax statute is to get revenue, has 
influenced the present-day courts to fill 
in the gaps. Obviously, this amounts to 
judicial legislation, and in certain instances 
it can be excused; in twilight situations, 
however, the judiciary is likely to mis- 
interpret Congress’ intent and to substitute 
what it would have done had it been the 
legislature. 

Thus, the disregard by the courts of the 
previously well-established principle that 
legislation is not the function of the ju- 
diciary but of Congress, is one of the most 
important of the new concepts of taxation. 


Broad Definition of Gross Income 


\s regards the taxation of trust income, 
the courts, under this new concept, have 
endeavored to fill the gaps by resorting to 
the very broad definition of gross income 
contained in Section 22(a), I. R. C. The 
leading case is Helvering v. Clifford, 309 
U. S. 331 [40-1 ustc J 9265]. 


In the Clifford case, the grantor irrevo- 
cably transferred certain property to him- 
self as trustee for the term of five years, 
with the income payable to his wife during 
the term of the trust and with the corpus 
to be returned to him upon its expiration. 


Inter Vivos Trust Income 


He also had wide powers of control in his 
capacity as trustee over the corpus and 
income. The Supreme Court in discussing 
the case, said (page 334): 

“Technical considerations, niceties of the. 
law of trusts or conveyances, or the legal 
paraphernalia which inventive genius may 
construct as a refuge from surtaxes should 
not obscure the basic issue. That issue is 
whether the grantor after the trust has been 
established may still be treated, under this 
statutory scheme, as the owner of the corpus.” 
(Italics supplied throughout.) 


The Court then stated that the answer 
to that basic question (page 335) “must de- 
pend on an analysis of the terms of the trust 
and all the circumstances attendant on its 
creation and operation,” and, further (page 


336-338) : 


“Our point here is that no one fact ts 
normally decisive but that all considerations 
and circumstances of the kind we have men- 
tioned are relevant to the question of owner- 
ship and are appropriate foundations for 
findings on that issue... . 


“The bundle of rights which he retained 
was so substantial that respondent cannot be 
heard to complain that he is the ‘victim of 
despotic power’ when for the purpose of tax- 
ation he is treated as owner altogether. 
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... In view of the broad and sweeping 
language of §22(a), a specific provision 
covering short-term trusts might well do 
no more than to carve out of §22(a) a 
defined group of cases to which a rule of 
thumb would be applied. The failure of 
Congress to adopt any such rule of thumb 
for that type of trust must be taken to do 
no more than to leave to the triers of fact 
the initial determination of whether or not 
on the facts of each case the grantor re- 
mains the owner for purposes of § 22(a).” 
The Court stated (page 335): 


“In this case we can not conclude as a 
matter of law that respondent ceased to be 
the owner of the corpus after the trust was 
created. Rather, the short duration of the 
trust, the fact that the wife was the bene- 
ficiary, and the retention of control over 
the corpus by respondent all lead irresistibly 
to the conclusion that respondent continued 


to be the owner for purposes of Section 
Zeta). 


Confusion Caused 
by ‘Clifford Doctrine’’ 


To date, the decisions of the Tax Court, 
District Courts, Court of Claims, Circuit 
Courts of Appeals and Supreme Court of 
the United States, relating to what is now 
known as the “Clifford doctrine,” number 
in the hundreds. The result has been 
vagueness, uncertainty, and confusion. The 
welter of decisions have left the most skilled 
tax practitioner in a veritable quagmire of 
uncertainties and doubt. He has been un- 
able to advise clients with any degree of 
assurance as to whether the grantor, the 
fiduciary or the beneficiary was taxable on 
the trust income. 


3y T. D. 5488, promulgated December 
29, 1945, the Treasury has attempted to 
clear up this confusion in so far as 1946 
and later years are concerned. The stated 
purpose of the T. D. is “to conform Regu- 
lations 111... to the principles set forth 
in the decision of the Supreme Court in 
the case of Helvering v. Clifford.” 


Importance of T. D. 5488 


Treasury Decision 5488, amending certain 
sections of Regulations 111 and relating to 
the income tax, is without doubt one of the 
most important changes in the Regulations 
made in the last decade. 


All inter vivos trusts should be re-examined 
in the light of a clear understanding of this 
T. D. as it will affect the incidence of tax- 
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ation of the income of a large number of 
trusts. It may reduce the tax burden on 
the income of some trusts and increase the 
tax burden on the income of others. In a 
great many instances the tax burden on the 
trust income can be minimized by timely 
amendments to the trust instrument. 


Purpose of This Article 


At the outset let it be said that this article 
is not intended as a criticism of the new 
ruling by the Treasury Department. Rather, 
it is an attempt to make a cold analysis of 
it. And while I do not seek to defend the 
ruling, yet, as I have just said, Helvering 
v. Clifford and the decisions which have 
attempted to interpret and apply its prin- 
ciples left the law as to taxation of trust 
income in such a state of doubt that in a 
large majority of cases the lawyer was 
unable to advise his client with any degree 
of certainty as to whether the grantor or 
the beneficiary was taxable. 


By issuing this ruling, the Treasury has 
sought to put taxpayers on notice with 
respect to future trusts as to how far they 
must go in order to avoid the grantor’s 
being taxable on the income. With this 
ruling properly understood, the tax lawyer, 
in nearly all cases in which the trusts are 
already drawn, can place his case on one 
side of the line or on the other. Even 
though the grantor is taxable on the in- 
come within the purview of T. D. 5488, in 
a great many cases certain changes in exist- 
ing trusts can be made so as to avoid the 
grantor’s being so taxable in the future. 
As to trusts not yet set up but contem- 
plated, the ruling should be studied and 
thoroughly understood before they are 
finally put into effect. 


Effective Date of T. D. 5488 


The new ruling was promulgated on 
December 29, 1945, and by its terms it is 
effective for taxable years beginning Janu- 
ary 1, 1946, and thereafter, and is not retro- 
active. 


As to taxable years beginning prior to 
January 1, 1946, and not yet closed out, 
the Bureau, on January 4, 1946, issued 
IT-Mimeograph, Coll. No. 5968, R. A. No. 
1483, in effect saying that if the trust in- 
come would not be taxable to the grantor 
under the amendment to the Regulations, 
no liability would be asserted against the 
grantor. There would be an exception to 
this if the beneficiary or trustee should 
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assert an inconsistent claim prejudicial to 
the government. This |. T. in practice is 
applied to give relief not only to cases still 
in the Bureau of Internal Revenue but also 
to those pending in litigation where the 
decision has not yet become final. 


All cases for prior years wherein the 
grantor would be taxable under the T. D. 
were it made retroactive, must stand on 
their own with respect to the court de- 
cisions and the Regulations, unaffected by 
T. D. 5488. 


Provisions of T. D. 5488 


The most important part of the T. D. is 
the new Section 29.22(a)-21, which specifies 
the circumstances under which trust income 
will be taxed to the grantor. This new sec- 
tion consists of six subsections, (a) to (f), 
inclusive. Subsection (a), the introduction, 
states: 

“Income of a trust is taxable to the 
grantor under section 22(a) although not 
payable to the grantor himself and not to 
be applied in satisfaction of his legal obli- 
gations if he has retained a control of the 
trust so complete that he is still in prac- 
tical effect the owner of its income.” 


There can be no quarrel with that 
statement; it is the now well-established 
“Clifford doctrine.” Subsection (a) further 
states: 

“The provisions of this section accord- 
ingly resolve the present difficulties of ap- 
plication by defining and specifying those 
factors which demonstrate the retention by 
the grantor of such complete control of the 
trust that he is taxable on the income there- 
from under section 22(a).” 


Subsection (b) sets out the factors to be 
considered generally in determining tax- 
ability of the grantor. The Commissioner 
has in this subsection abandoned the method 
of solving the problem prescribed by the 
Supreme Court in Helvering v. Clifford— 
“that no one fact is normally decisive but 
that all considerations and circumstances 

. are relevant to the question’”—and has 
specified a number of circumstances, the 
presence of any one of which is stated to 
render the grantor liable to tax on the 
trust income. 


Factors to Be Considered Generally 


As stated above, the new ruling attempts 
to resolve the present difficulties by de- 
fining and specifying certain factors which 
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demonstrate whether or not the grantor is 
in such control of the trust that he is tax- 
able on the income therefrom. These fac- 
tors are set forth first in general terms, 
and then each of the general terms is elabo- 
rated upon in detail. The general terms 
are as follows: 


1. Will or may the corpus or the income 
of the trust return to the grantor after a 
relatively short term of years, regardless 
of the other terms of the trust? If so, the 
grantor is taxable on the income. 


2. Does the grantor, or another person 


lacking a substantial adverse interest, have 
a power of disposition of the corpus or the 
income (other than certain limited powers), 
irrespective of the other terms of the trust? 
If so, the grantor is taxable on the income. 


3. Has the grantor retained administrative 
control over the corpus or the income pri- 
marily for his own benefit, irrespective of 
the other terms of the trust? If so, the 
grantor is taxable on the income. 


This new approach to the problem, by 
specifying that if any one of the three 
circumstances is present, the trust income 
is taxable to the grantor, is a definite de- 
parture from the previously existing method 
of applying the Clifford doctrine. There is 
a great deal in the decisions in direct con- 
flict with this new approach, and consider- 
able doubt exists as to whether it will be 
sustained by the courts. 


Ownership of Corpus 


Since, as we have seen, taxability of the 
grantor under Section 22(a) must depend 
on ownership of the corpus, and since own- 
ership is a question of fact to be established 
by all the evidence, I am doubtful as to 
whether the presence of any one of these 
specified circumstances can be held conclu- 
sive as to ownership or taxability. Surely 
the Clifford case is authority for the argu- 
ment that the actual ownership can be deter- 
mined only from “an analysis of the terms 
of the trust and all the circumstances at- 
tendant on its creation and operation.” As 
Judge Arundell has so well expressed it in 
Lura H. Morgan, 2 TC 510, 513 [CCH Dec. 
13,398]: 


“It is true that here, as in the Citfford case, 
we have a grantor-trustee, spouse-beneficiary, 
reservation of administrative control, and a 
relatively short term. But no one of these 
things, nor all of them together, furnishes 
the answer to the question of when a person 
is to be taxed under section 22(a). To state 
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these four factors and cite the Clifford case 
no more gets to the root of the problem than 
the opposite approach of dwelling upon the 
highly technical distinction between legal 
title in the grantor individually and legal 
title in the same individual as trustee. The 
fundamental problem is, Who is the real 
owner of the property?” 


Authority of Regulations 


Except for so-called legislative regulations, 
that is, regulations covering situations where 
Congress has expressly prescribed that the 
matter is to be determined under regula- 
tions issued by the Commissioner, regula- 
tions are not by any means the equivalent 
of a statute, and are not necessarily binding 
on the courts. What the fate of the new 
regulations will be, no one knows. If they 
are sustained by the courts, the present un- 
certainties and confusion wil! be resolved; 
if they are not, there may well be even greater 
uncertainty and confusion. 


For the present the new regulations serve 
the useful purposes of: 

(1) Putting taxpayers on notice as to the 
exact circumstances under which the Treasury 
will or will not assert the applicability of 
the Clifford doctrine; 

(2) Providing rules pointing the way to 
taxpayers who wish to avoid litigation. 


Each of the foregoing general statements 
will now be discussed in detail in the order 
in which they are set forth in the T. D. 


Factors to Be Considered in Detail 


Subsection (c) —Reversionary Interest After 
a Relatively Short Term: We now come to 
the first of the subsections setting out the 
detailed circumstances under which the 
Treasury will assert that the Clifford doc- 
trine is applicable. Subsection (c) deals with 
the first of the general circumstances under 
which the Treasury will hold the grantor tax- 
able, that is, where the corpus or income will 
or may return to him after a relatively short 
term of vears. What is meant by the phrase 
“relatively short term of years”? The T. D. 
deals first with the situation where the 
grantor’s reversionary interest is to take 
effect in possession or enjoyment by reason 
of the expiration of a specific term of years, 
and states: 


“Income of a trust is taxable to the 
grantor where the grantor has a reversion- 
ary interest in the corpus or the income 
therefrom which will or may reasonably be 
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expected to take effect in possession or 
enjoyment— 

“(1) within 10 years, commencing with 
the date of the transfers, or 

“(2) within 15 years commencing with 
the date of the transfer if the income is or 
may be payable to a beneficiary other than 
a donee described in section 23(0) and if 
any one or more of the following powers 
of administration over the trust corpus or 
income are exercisable solely by the grantor, 
or spouse living with the grantor, or both, 
whether or not exercisable as trustee: a 
power to vote or direct the voting of stock 
or other securities, a power to control the 
investment of the trust funds either by 
directing investments or reinvestments or by 
vetoing proposed investments or reinvest- 
ments, and a power to reacquire the trust 
corpus by substituting other property, whether 
or not of an equivalent value.” 


Thus, under this ruling, the income of a 
nine-year trust would be taxable to the 
grantor, irrespective of the other terms of 
the trust. Likewise, the income of a four- 
teen-year trust would be taxable to the 
grantor if he or his wife, if living together, 
retained any of the administrative powers 
just mentioned. 


This provision conforms rather closely 
to the existing court decisions, and there 
is every reason to believe that in general 
it will be sustained. It should be feasible 
to amend most trust instruments to comply 
with the provision, by extending the date 
beyond ten years in the first type and be- 
yond fifteen years in the second type. 

Subsection (c) then deals with the situ- 
ation where the grantor’s reversionary interest 
is to take effect in possession or enjoyment 
by reason of some event other than the 
expiration of a specific term of years, and 
states: 


“e 


the trust income is nevertheless 
attributable to him if such event is the 
practical equivalent of the expiration of a 
period less than or equal to 10 or 15 years, 
as the case may be. For example, a grantor 
is taxable on the income of a trust if— 

“(A) the corpus is to return to him or 
his estate on the death of a person whose 
life expectancy is six years at the date of 
the transfer in trust; or 

“(B) the corpus is to return to him or his 
estate on the graduation from college or 
prior death of his son, who is 18 years of 
age at the date of the transfer in trust. 


“In general, a reversionary interest may 
reasonably be expected to take effect in 
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possession or enjoyment within 10 or 15 
years, as the case may be, where the corpus 
or the income therefrom is to be reacquired 
if the grantor survives any stated contin- 
gency which is of an insubstantial char- 
acter. Thus, the grantor is taxable where 
the trust income is to be paid to the 
erantor’s wife for three years, and the 
corpus is then to be returned to the grantor 
if he survives such period, or to be paid 
to the grantor’s wife if he is already de- 
ceased.” 


Suppose, however, that the corpus of the 
trust is to revert to the grantor upon an 
event which may or may not occur within 
ten years. That is, suppose the corpus is 
to return to the grantor or his estate on 
the death of a person whose life expectancy 
is six years. The ruling states specifically 
that the income is taxable to the grantor 
if the date the reversionary interest is to 
take effect is the practical equivalent of a 
period less than ten years, regardless of 
the other terms of the trust. 


Query: Is a life expectancy of nine years 
the practical equivalent of a period less 
than ten years? 

\nother illustration given by the ruling 
is where the trust income is payable to 
the grantor’s wife for three years and the 
corpus is then to be returned to the grantor 
if he survives such three-year period. In 
this situation the income clearly would be 
taxable to the grantor. Suppose, however, 
that the grantor has a life expectancy of 
eleven years, and the trust provides that 
he income is to be paid to the grantor’s 
wife for nine years and then revert to the 
grantor in the event he is not already 
deceased, in which event the income and 
corpus are to go to the wife. I suppose in 
this case the income would be taxable to 
the grantor, nevertheless. 


+ 
t 


In using the ten-year yardstick, it should 
be understood that the administration of 
the trust is in someone other than the 
grantor or his spouse, if they are living 
If the administration of the trust 
property has been so retained by the 
grantor or spouse, the vardstick is lengthened 
from ten years to fifteen years. In other 
words, the only difference between the ten- 
year yardstick and the fifteen-year yard- 
stick, irrespective of the other terms of the 
trust, is this: Although the grantor has 


together. 


retained no administrative control, yet, if 
the corpus is to revert to him within ten 
years or an equivalent period, practically 


speaking, the income is taxable to the 
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grantor. If the grantor has retained ad- 
ministrative power, the income will be tax- 
able to him, although the reversion is not 
to occur for fifteen years or its equivalent, 
practically speaking, irrespective of the 
other terms of the trust. 


This provision appears to be fairly sound 
and likely to be sustained. Some difficulty 
will be met in attempting to comply with 
it, but in most cases it should not be insur- 
mountable. 


Subsection (c) deals next with any post- 
ponement of the date specified for the re- 
acquisition of possession or enjoyment of 
the reversionary interest, in the following 
manner: 


“Any postponement of the date specified 
for the reacquisition of possession or enjoy- 
ment of the reversionary interest is con- 
sidered a new transfer in trust commencing 
with the date on which the postponement 
is effected and terminating with the date 
prescribed by the postponement. But in- 
come for any period shall not be taxable 
to the grantor by reason of the preceding 
sentence if such income would not be tax- 
able to him in the absence of such post- 
ponement. 


“Example. A places property in trust for 
the benefit of his son B. Upon the expi- 
ration of 12 years or the earlier death of 
B the property is to be paid over to A or 
his estate. Neither A nor his wife has 
any power of administration over the trust 
corpus or income. After the expiration of 
nine years A extends the term of the trust 
for an additional two years. A is considered 
to have made a new transfer in trust for a 
term of five years. He is not taxable on 
the income for the first three years of 
such term because he would not be taxable 
thereon if the term of the trust had not 
been extended. A is taxable, however, on 
the income for the remaining two years.” 


This provision also appears to be fairly 
sound and likely to be sustained. No great 
difficulty should be encountered in dealing 
with it. In the example given, if A had 
extended the term of the trust for an addi- 
tional eight years rather than for two years, 
the new term would have been for more 
than ten years and he would not be taxable 
on the income for any year. 


Subsection (d)—Power to Determine or to 
Control Beneficial Enjoyment: Subsection 
(d) deals with the second of the general 
provisions, namely, the power to determine 
or control beneficial enjoyment of income 
or corpus. This subsection provides that 
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income of a trust is taxable to the grantor 
where, whatever the duration of the trust, 
the beneficial enjoyment of the corpus or 
the income therefrom is subject to a power 
of disposition (except as provided in Sec- 
tion 167(c) and in paragraphs 1 to 5 of 
subsection (d), which are discussed herein- 
after), whether by revocation, alteration, or 
otherwise, exercisable by the grantor, or 
any person not having a substantial adverse 
interest in the beneficial enjoyment of the 
corpus or income, whichever is subject to 
the power, or both. 


It makes no difference how the result is 
accomplished as long as the rights of a 
beneficiary to the income or to the corpus 
are subject to the whims or caprice of the 
grantor, or such other person not having 
a substantial adverse interest. 


In the following examples, the income 
would be taxable to the grantor: 


Example 1: Income to go to grantor’s 
son and daughter in such proportions as the 
grantor may from time to time determine. 


Example 2: Income to grantor’s son for 
life, remainder to grantor’s grandchildren, 
with power in grantor to invade the corpus 
for the benefit of grantor’s son. 


In the foregoing examples, if the power 
to allocate the income or the corpus is placed 
in a trust company which has no interest 
other than as trustee, the income is taxable 
to the grantor because the trust company 
is not regarded as having a_ substantial 
adverse interest. The same results would 
follow, according to the weight of authority, 
if the mother of the children were ap- 
pointed trustee, as she would not be re- 
garded as having a_ substantial adverse 
interest. If the children were minors, how- 
ever, a parent responsible for their support 
would be regarded as a person having a 
substantial adverse interest. 


The subsection now under discussion 
does not apply to any one or more of the 
following excepted powers: 


(1) A power exercisable only by will, 
other than a power in the grantor to ap- 
point the income where it is accumulated 
for such disposition by grantor or may be 
so accumulated in the discretion of the 
grantor, or of any person not having a 
substantial adverse interest or both. 


Example: lf a trust provides that the 
income is to be accumulated during the 
grantor’s life and that the grantor may 
appoint the accumulated income by will, 
the grantor is taxable on the trust income. 
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However, a power which enables the 
grantor or another person merely to withhold 
or distribute the income to a current in- 
come beneficiary does not make the income 
taxable to the grantor if the income is pay- 
able at all events to the current income 
beneficiary or to his estate. 


(2) A power to determine the beneficial 
enjoyment of the corpus or income there- 
from if such is irrevocably payable for 
charitable purposes under Section 23(o). 


(3) A power which enables the grantor 
or another merely to distribute to or to 
accumulate income for a current income 
beneficiary, provided the income is _ ulti- 
mately be paid to the beneficiary from 
whom it is withheld, or, if payable upon 
complete termination of the trust or in con- 


junction with a distribution of corpus, is © 


ultimately payable to the current income 
beneficiaries in shares irrevocably specified 
by the trust instrument. It shall be con- 
sidered so payable although it is provided 
that if any beneficiary does not survive the 
date of distribution, his share is to go to 
a designated alternate taker, other than 
grantor or his estate, if such date may 
reasonably be expected to occur within the 
beneficiary’s lifetime and the share of the 
alternate taker has been irrevocably speci- 
fied in the trust instrument. 


Example: Income to son for life, re- 
mainder to son’s children, right in grantor 
to determine amount of income to be dis- 
tributed to son during his life, balance of 
income to accumulate and constitute a part 
of son’s estate. Grantor not taxable on the 
income of the trust. 


What has been said with respect to the 


income is applicable to the corpus as well. | 


(4) A power which enables the grantor 
or another merely to pay out corpus to a 
current income beneficiary provided such 


payment is chargeable against the pro- | 


portionate share of the corpus held for 
payment of income to such beneficiary, or 
provided the power is limited by some 
reasonably definite external standard. 


Example: Trust for grantor’s son and 
daughter, right in grantor to distribute 
proportionate part of corpus to one of the 
beneficiaries, provided such distribution is 
charged against such proportionate share 
of the corpus. Grantor not taxable on the 
income of the trust. 


The grantor may have the power to dis- 
tribute a part of the corpus to a beneficiary 
without being required to charge such dis- 
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tribution against the proportionate share of 
the corpus allocable to such beneficiary if 
the power is limited by some reasonably 
definite external standard, such as the needs 
and circumstances of the beneficiary, which 
is susceptible of enforcement by a court of 
equity. 


(5) A power to apportion income to or 
within a class of beneficiaries, if such power 
is exercisable exclusively by a trustee other 
than grantor or spouse living with grantor, 
is not subject to any other person’s con- 
sent, and is limited by some reasonably 
definite external standard. It must be set 
forth in the trust instrument, must consist 
of the needs and circumstances of the bene- 
ficiaries, and must be enforceable by a court 
of equity. 


Example: Trust authorizes the payment 
of income to members of a class, as the 
needs of such beneficiaries in a particular 
year may require, because of illness or 
poor financial circumstances; such power 
is placed exclusively in a trustee other 
than grantor or spouse living with grantor. 
Grantor is not taxable on the income. 


If the standard is in the discretion of the 
trustee so that it would not be enforceable 
in a court of equity, the standard does not 
come within the exception and the grantor 
is taxable on the income. 


The T. D. provides that a mere power 
to allocate receipts as between corpus and 
income is not deemed a power over the 
beneficial enjoyment of the income or the 
corpus. 


Each of the exceptions to the general 
provisions of subsection (d) is important, 
and as a whole they will eliminate a large 
part of the cases from it. In any event, 
it should not be difficult to amend the 
trust instrument so as to bring the case 
within one of these exceptions. 


To the extent that this provision of the 
subsection proposes to tax the income to 
the grantor where he, alone or in conjunc- 
tion with any person not having a sub- 
stantial adverse interest in the beneficial 
enjoyment of the corpus or income, has the 
power to control the enjoyment, it is in 
accord with the trend of decisions and will 
probably be sustained. The subsection goes 
further, though, and provides that if such 
a power is held by “any person not having 
a substantial adverse interest,” the income 
is taxable to the grantor. This is entirely 
new, and there is little if any support for 
it in the decisions. Indeed, there is very 
grave doubt whether it will be sustained. 
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However, even if subsection (d) is held 
valid in its entirety, it should not cause a 
great deal of trouble. 


In addition to the exceptions summarized 
in the examples given just above, there are 
two other exceptions to subsection (d). 
The first exception covers powers falling 
under Section 167(c), I. R. C. These are 
powers to use the trust income for the 
support of a beneficiary whom the grantor 
is under a legal obligation to maintain. In 
such instances the trust income continues 
to be taxable to the grantor only to the 
extent that the income is actually so applied. 


The second exception is where the power 
“may only affect the beneficial enjoyment 
of the income for a period commencing 
more than 10 years from the date of the 
transfer (or 15 years where any power of 
administration specified in subsection (c) is 
exercisable solely by the grantor or spouse 
living with the grantor, or both . . .).” 
This exception is important, and in a great 
many instances it will be feasible to amend 
the instrument so as to bring the trust 
within it. 


The income for the period commencing 
more than ten or fifteen years after the 
transfer, as the case may be, will be taxable 
to the grantor if he does not relinquish 
the power over the beneficial enjoyment 
for such period. If the beginning of this 
period is postponed, the postponement is 
considered as a new transfer in trust com- 
mencing on the date the postponement is 
effected and terminating with the date pre- 
scribed by the postponement. Where the 
income affected by the power is for a period 
beginning by reason of some event other 
than the expiration of a specific term of 
years, the grantor is taxable if such event 
is the practical equivalent of a period less 
than or equal to ten or fifteen years, as 
the case may be. 


Although T. D. 5488 as such relates to 
income taxes only, at this time it should 
be noted that any change made in a trust 
instrument in dealing with subsection (d) 
may, and probably will, result in the inci- 
dence of a gift tax liability on the grantor. 
Any time a grantor relinquishes any part 
of his reversionary interest, a gift is made 
within the meaning of the gift tax statutes. 
Any such relinquishment may well result in 
a substantial gift tax liability. But in most 
cases the decrease in income tax liability 
is likely to exceed the gift tax liability. 
The estate tax statutes should also be con- 
sidered. In most instances, the changes 
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in the trust instrument should be advan- 
tageous from an estate tax standpoint. 


Subsection (e)—Administrative Control: 
T. D. 5488 goes far in providing that the 
income of a trust, whatever the duration, 
is taxable to the grantor where the grantor 
has retained certain administrative controls. 
Two classes of administrative controls are 
set forth: that exercisable primarily for the 
benefit of the grantor and exercisable pri- 
marily for the benefit of the beneficiary. 

Subsection (e) provides: 

“Income of a trust, whatever its duration, 
is taxable to the grantor where, under the 
terms of the trust or the circumstances 
attendant on its operation, administrative 
control is exercisable primarily for the 
benefit of the grantor rather than the bene- 
ficiaries of the trust.” 

There is support in the decisions for this 
provision. See the Supreme Court’s com- 
ment in Helvering v. Stuart, 317 U. S. 154, 
168 [42-2 ustc J 9750]. The difficulty comes 
in applying it. 

The subsection provides: 

exercisable 
the grantor 


control is 
benefit of 


“Administrative 
primarily for the 
where— 

“(1) a power exercisable by the grantor, 
or any person lacking a substantial adverse 
interest in its exercise, or both, whether 
or not in the capacity of trustee, enables 
the grantor or any person to purchase, 
exchange, or otherwise deal with or dispose 
of the corpus or the income therefrom for 
less than an adequate and full consideration 


in money or money’s worth; or 

*“(2) a power exercisable by the grantor, 
or spouse living with the grantor, or both, 
whether or not in the capacity of trustee, 
or exercisable by any other person in a 
nonfiduciary capacity, or by such person 
and either of the foregoing, or both, enables 
the grantor to borrow such corpus or in- 
come, directly or indirectly, whether with 
or without adequate security or interest; or 

“(3) a power exercisable in a fiduciary 
capacity by a person other than the grantor 
or spouse living with the grantor enables 
the grantor to borrow such corpus or in- 
come, directly or indirectly, and such power 
has been exercised and the grantor has not 
completely repaid the loan, including any 
interest, before the beginning of the taxable 
year; or 

“(4) any one of the following powers 
of administration over the trust corpus or 
income is exercisable by any person in a 
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nonfiduciary capacity: a power to vote or 
direct the voting of stock or other securi- 
ties, a power to control the investment of 
the trust funds either by directing invest- 
ments or reinvestments, or by vetoing pro- 
posed investments or reinvestments, and 
a power to reacquire the trust corpus by 
substituting other property, whether or not 
of an equivalent value.” 


It is very doubtful whether the restric- 
tions against voting of stock or controlling 
investments of trust funds will stand up in 
court. The matter has been litigated on 
numerous occasions, and so far the govern- 
ment has lost practically every case in which 
these powers were the sole element of con- 
trol retained by the grantor. 

It is stated in the T. D. that if a power 
is exercisable by a person as trustee, it is 
presumed that the power is exercisable in 
a fiduciary capacity primarily in the interest 
of the beneficiary. Such presumption, how- 
ever, may be rebutted, but only by clear 
and convincing proof to the contrary. 


But what powers exercisable in a 
fiduciary capacity? Obviously, the facts in 
each case must be examined and considered 
in connection with their setting in order to 
ascertain the underlying or real motive of 
the grantor. A power may be fiduciary in 
character, or it may be personal, or be both 
fiduciary and personal. For instance, the 
retention of a power to vote a large block of 
stock may be the means of keeping the 
grantor of the trust as a director or 


are 


officer 
of the corporation and thus provide a salary 
and a certain amount of prestige, which 
he might not otherwise have. To this extent 
the power would be personal. On the other 
hand, the grantor might not wish the prestige 
nor the compensation of being an officer 
or director and might decline both offices. 
He might be able to show, further, that the 
power was being used to prevent inefficient 
officers and directors from dissipating the 
corporate assets, which in turn would result 
in depleting the trust property. In this case, 
the power would clearly be fiduciary in 
character. Obviously, the retention of the 
power would serve both of the 
outlined above. 


purposes 


Space does not permit a further discussion 
of what powers are exercisable in a fiduciary 
capacity and what powers are exercisable 
in a personal capacity. As previously indi- 
cated, each case must be considered with 
all of its surrounding facts, and should be 
decided accordingly. 

It is also provided that, if a power is 
exercisable by any person other than the 
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trustee, it is presumed that the power is 
exercisable in a nonfiduciary capacity, and 
that this presumption may be rebutted. 

There is ample support in the decisions 
for paragraph (1), where a power is exer- 
cisable by grantor, or any person lacking 
a substantial adverse interest in its exercise, 
or both, to purchase, exchange or otherwise 
deal in the corpus or the income for less 
than an adequate and full consideration. 
Paragraphs (2) and (3) are much more 
stringent than the decisions to date, and it 
is hard to see just how the powers there 
specified can be considered as making the 
grantor in practical effect the owner of 
the trust income. I should say, in a proper 
the chances are that the courts will 
hold these provisions invalid. 

Subsection (f)—Limitations of Section. This 
subsection reads: 


Case 


“Despite the limitations of this section, 
the grantor of a trust directing the payment 
or application of the income therefrom in 
satisfaction of the grantor’s legal obligations 
shall continue to be taxable on the income. 
The grantor may also be taxable on the 
income of a trust on the ground that such 
income is attributable to him in a capacity 
unrelated to dominion and control over the 


trust as such is defined in subsection (c), 
(d), and (e) of this section. Thus, the pro- 
visions of this section do not affect the 


principles governing the taxability of future 
income to the assignor thereof whether or 
not the assignment is by means of a trust. 
Nor, for example, do the provisions of this 
section affect the applicability of section 22(a) 


to the creator of a family partnership. See 
further sections 166 and 167. 
“Section 22(a) shall be applied in the 


determination of the taxability of trust in- 
come for taxable years beginning prior to 
January 1, 1946, without reference to this 
section.” 

This subsection is clear and little fault can 
be found with it. 

New Section 29.22(a)-22—When Trust In- 
Taxable To Person Other Than 


This section reads: 


come 1s 
Grantor: 

“Where a person other than the grantor 
of property transferred in trust has a power 
exercisable solely by himself to vest the 
corpus or the income therefrom in himself, 
the income therefrom shall be included in 
computing the net income of such person. 
Even though such a power has been partially 
released or otherwise modified so that the 
person holding it can no longer vest the 
corpus or the income of the trust in himself, 
the income shall continue to be taxable to 
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such person if, after such release or modi- 
fication, he has retained such control of the 
trust as would, within the principles of sec- 
tion 29.22(a)-21, subject a grantor of such 
a trust to tax on the income thereof. This 
section shall not apply with respect to a 
power over income, as originally granted 
or thereafter modified, if the grantor is 
otherwise taxable under section 29.22(a)-21. 
See also section 29.166-2.” 

The first sentence of this section is in 
accord with Treasury practice and certain 
Circuit Court of Appeals decisions. Query: 
Will it be sustained? The second sentence 
goes much further than previous Treasury 
rulings, and there is little if any support 
for it in the decisions. No great number 
of trusts will fall within the provisions of 
the new Section 29,.22(a)-22, but it should 
be kept in mind and its impact avoided 
where possible. 


For an example of a case which would 
come under this section of the T. D., let 
us suppose the grantor creates a trust for 
the benefit of his grandchildren, regardless 
of age, with power in the grantor’s son to 
amend the trust as he deems desirable, 
thereby with the power to change the 
beneficiaries. 


Clearly, in the foregoing situation, the 
son would be taxable on the income because 
he could amend the trust and make himself 
the beneficiary. However, there is respec- 
table authority for the proposition that the 
son’s power is in trust, and that he cannot 
amend the trust for his own benefit. 

Suppose the power is jointly in the son 
and a trust company, the latter having no 
interest other than as trustee? Under the 
literal wording of the T. D., the income 
would not be taxable to the son. Note, 
however, that the trust company would not 
have a substantial interest. Were the son 
the grantor, he would be taxable on the 
income under Section 29.22(a)-21(d). It 
would seem that the difference in the results 
grows out of the theory that a trust com- 
pany donee of a bare power to amend the 
trust would probably be subject to the con- 
trol or wishes of the grantor; whereas, the 
same trust company, if co-donee of such 
power along with another person, with a 
substantial adverse interest, would not be 
so likely to be subject to the grantor’s 
control. 


Other Amendments 
Made by the T. D. 


New Section 29.166-2 is added to the regu- 
lations by T. D. 5488. That section provides: 
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“(a) Scope—Where the power to revest in 
the grantor title to any part of the corpus of a 
trust is vested in the grantor or in any person 
not having a substantial adverse interest in the 
disposition of such part of the corpus or the 
income therefrom, or both, the income of 
that part of the corpus subject to the power 
to revest is not taxable in accordance with 
the provisions of section 161, 162, and 163, 
but remains attributable and taxable to the 
grantor, except as provided in sections 22(k) 
and 171. 


“(b) Test of taxability to grantor.—Sec- 
tion 166 provides for taxability of income 
to the grantor by reason of the fact that 
he has retained power to revest the corpus 
in himself. For the purposes of this section 
the grantor is deemed to have retained such 
power if he or any person not having sub- 
stantial interest in the corpus or the income 
therefrom adverse to the grantor, or both, 
may cause the title to the corpus to revest in 
the grantor. A bare legal interest, such as 
that of a trustee, is never substantial and 
never adverse. ee 


If title to the corpus will revest upon the 
exercise of such power, the income is tax- 
able to the grantor regardless of whether 
the power to retake is effected by means 
of a power to revoke, terminate, alter or 
amend, or to appoint; whether the exercise 
is conditioned on the precedent giving of 
notice, the elapsing of a period of years, or 
the happening of a specific event; regardless 


of the time when the title will revest— 
whether it is within the taxable year, or 
whether it is fixed, determinable, or certain 
to come; and regardless of whether the 
power to revest title is in the grantor or 
any person not having a substantial adverse 
interest in the corpus or income, or is in 
both; and regardless of when the trust was 
created. 


The new section provides that a person 
may have an interest that is both substantial 
and adverse to the grantor in the disposition 
of only a part of the corpus or the income 
therefrom. If the power to revest in the 
grantor is vested solely in such person, or 
in the grantor in conjunction with such 
person, only the income of that part is 
to be excluded in computing the grantor’s 
income. 


If the income from the corpus of a trust 
is included in the grantor’s income because 
of this section, he is allowed any deductions 
with respect to such corpus which he would 
have been entitled to had the trust not been 
created. 


Several other changes were necessitated 
by the additions of new Sections 29.22(a)-21 
and 29.22(a)-22; but they are largely tech- 
nical, and little difficulty will be encountered 
in relation to them. Therefore, I think any 
detailed discussion of those amendments 
would be unnecessary or unwarranted. 


[The End] 


——. i 


HOUSTON, TEXAS 


General revenue of Houston totaled $10.3 million in 1944, a 7.1 per cent 
increase over 1943. More than half of the expansion resulted from a nonrecurring 
item of $395,000 from the sale of a tract of land in Hermann Park. The general 
property tax, constituting over two-thirds of the general revenue, yielded $267,000 
less than in 1943. Of this decrease, $246,000 occurred in collections of current 
taxes because of a $1 per thousand decrease in the tax rate. Expanded yields 
from the gross receipts tax on utilities and business licenses and permits partially 
compensated for the decline in revenue from the general property tax. 


General expenditure showed a pronounced rise, 25.5 per cent over 1943. The 
$11.1 million total was accounted for both by a substantial increase in operation 
expense and by the market expansion of capital expenditure. The city began a 
program of much-needed street improvements and sewer construction with the 
result that capital outlay, after continued curtailment, jumped $1.4 million to $1.8 
million—almost to its 1940 level—Bureau of the Census, City Finances: 1944. 
June, 1946. 
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INTER VIVOS TRUSTS 


and 
The New Treasury Decisions 


By JOSEPH S. PLATT 


This article is based upon an address delivered on May 17, 1946, at the spring 
meeting of the Ohio State Bar Association at Columbus. Mr. Platt was then Head 
of the Criminal and Compromise Section, Tax Division, Department of Justice. 
He is now a member of Burr, Porter, Stanley, and Treffinger, Columbus, Ohio 


N APPROPRIATE SUBTITLE for 

this paper might be “Clifford and Hal- 
ck and Their Respective Issue.” These two 
cases, Helvering v. Clifford* and Helvering v. 
Hallock? were decided by the Supreme 
Court four weeks apart in the winter of 
1940. Both deal with inter vivos trusts, the 
Clifford case from the point of view of the 
income tax, and the Hallock case from the 
point of view of the estate tax. 


The Clifford Case 


Clifford had declared himself trustee of 
certain securities for a term of five years, 
the income to be paid to or accumulated for 
the benefit of his wife. His administrative 
powers to vote the stocks, sell, invest and 
reinvest, were broad but not unusual in any 
respect. The corpus of the trust was to 
revest in him freed of the trust after the 

e-year period. The Supreme Court held 
the trust income taxable to arty under 
the broad sweep of Section 2 22 (a) of the 
appropriate revenue act,’ the section defin- 
ing gross income to include income “grow- 
ing out of the ownership or use of or interest 
in” property; income “from interest, rent, 
dividends, securities”; and, in general, “in- 
come derived from any source whatever.” 
The Court considered that, notwithstanding 
the transfer of title, Clifford’s “control over 
the corpus was in all essential respects the 
same after the trust was created as before”; 
that for purposes of the income tax he re- 
niained the owner of the trust property and 
taxable in respect to the income. The 
effect was to tax the income at the high 


' 309 U. S. 331 [40-1 uste f] 9265]. 

2309 U. S. 106 [40-1 ustc J 9208]. 

7 Section 22 (a) of the Revenue Act of 1934. 
The quoted language appears unchanged in Sec- 
tion 22 (a) of the Internal Revenue Code. See 
also Helvering v. Stuart, 317 U. S. 154 (1942) 
{42-2 ustc J 9750]. 
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surtax rates applicable to Clifford (who had 
other income) rather than at the lower rates 
applicable to the trust or to Mrs. Clifford. 


The Hallock Case 


Hallock, too, had established an inter 
vivos trust under which the income was to 
go to his wife for her life. After her death 
the corpus was to be redelivered outright 
to Hallock if still living; otherwise, it was 
to go to his two children. Hallock died 
before his wife, and his contingent rever- 
sionary interest failed. The Supreme Court 
held that the corpus of the trust (after 
deduction of the value of the wife’s outstand- 
ing life estate) * should be included in Hal- 
lock’s gross estate. The decision rests on 
Section 302 (c) of the Act of 1926 (prede- 
cessor of Section 811 (c) of the Internal 
Revenue Code), which provides for the in- 
clusion in gross estate of inter vivos transfers 
“intended to take effect in possession or 
enjoyment at or after” the decedent’s death.* 
Although Hallock did not have possession 
of the property at his death, he retained a 
contingent reversionary interest and the 
ultimate possession and enjoyment of the 
property were uncertain until his death. The 
remainders to his children were dependent 
upon his failure to survive the life tenant, 


*This deduction had been made by the Com- 
missioner in assessing the tax. As to the de- 
duction of outstanding interests, see Regula- 
tions 105, Section 81.17, amended by T. D. 5512, 
issued May 2, 1946. Compare Weadock et al. 
v. Kavanaugh, decided December 13, 1945, 
CCA-6 [46-1 ustc § 10,249]. 

‘This statute had a long history in the Su- 
preme Court prior to the Hallock decision. Fol- 
lowing are the most important cases in the 
series: Shukert v. Allen, 273 U. S. 545 (1927) 
[1 ustc 223]; Reinecke v. Northern Trust Com- 
pany, 278 U. S. 339 (1929) {1 vustce { 347]; 
May v. Heiner, 281 U. S. 23g (1930) [2 ustc 
9519]; Klein v. United States, 283 U. S. 231 

[footnote continued on p. 734] 
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his wife, and his death was “the indispen- 
sable and intended event which brought the 
larger estate into being.” 


Influence of Clifford and 
Hallock Decisions 


These two cases have been productive of 
considerable litigation. Indeed, if all deci- 
sions stemming from Clifford and Hallock 
were eliminated from the reports, the recent 
volumes of the Tax Court Reporter and 
the tax services would be noticeably thin- 
ner.” The reasons are not hard to find. The 
Clifford decision requires an analysis of the 
terms of each trust and “all the circum- 
stances attendant on its creation and opera- 
tion.” “No one fact is normally decisive,” 
says the court, as it leaves to the triers of 
the facts “the initial determination of 
whether or not on the facts of each case 
the grantor remains the owner for purposes 


of Section 22 (a).” A flood of litigation 
was inevitable, as the lower courts en- 
deavored to weigh in the balance the 


“bundle of rights” retained by the grantors 
of mter vivos trusts, the right to recover the 
corpus after a period of years, the right to 
control the disposition of income or corpus, 
broad powers of administration, and the in- 
finite combinations of these various rights 
and powers. But the Supreme Court had 
pointed out that this case-by-case method 
was to be employed only “in the absence of 
more precise standards or guides supplied 





[footnote 5 continved] 

(1931) [2 ustc § 706]; Helvering v. St. Louis 
Union Trust Company, 296 U. S. 39 (1935) 
[36-1 ustc § 9005]; Becker v. St. Louis Union 
Trust Company, 296 U. S. 48 (1935) [36-1 ustc 
1 9006]; Hassett v. Welch, 303 U. S. 303 (1938) 
[38-1 ustc § 9140]. Klein v. United States was 
the first case turning upon the retention of a 
reversionary interest, The effect of Helvering 
v. Hallock was to reinstate the rule of the 
Klein case, overruling the intervening St. Lowis 
Union Trust Company cases, which had en- 
grafted a substantial limitation upon it. 

6 The same might be said of the law journals. 
For: recent discussions of the Hallock problem 
see: Alexander, ‘‘Possibilities of Reacquisition 
and the Federal Estate Tax,’’ (1946) 1 Tax Law 
Review 291; Eisenstein, ‘‘The Hallock Problem: 
A Case Study in Administration,’’ (1946) 58 
Harvard Law Review 1141; Ejisentstein, ‘‘An- 
other Glance at the Hallock Problem,”’ 1 Tax 
Law Review 430; Johnson, ‘‘Estate Tax on Inter 
Vivos Trusts,”’ 1 Tax Law Review 95: Nelsen. 
‘“‘Reverters in Estate Taxation,’’ 23 TAXES— 
The Tax Magazine 98; ‘‘The Stinson Case,”’ 23 
TAXES 245; Spencer, ‘‘The Federal Estate Tax 
on Inter Vivos Trusts: A Common Sense Rule for 
Hallock Cases,’’ (1945) 59 Harvard Law Review 
43. As to the new Clifford Regulations, see Pol- 
isher, ‘“‘The New Trust Reguiations under the 
Clifford Doctrine,’ (1946) 24 TAXES 352 (April, 
1946); Guterman, ‘‘The New Clifford Regula- 
tions,”’ 1 Tax Law Review 379. 
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by statute or appropriate regulations”; and 
on December 29, 1945, the Treasury, ac- 
cepting this invitation, issued Treasury De- 
cision 5488, adding Section 29.22(a)-21 to 
Regulations 111. I shall have more to say 
later about T. D. 5488. 


Helvering v. Hallock also gave rise to a 
great volume of litigation, but for a reason 
which is less obvious from a reading of the 
opinion. It developed that the reversionary 
interest retained by Hallock did not differ 
in kind from the reversionary interests re- 
tained in many, if not most, inter vivos 
trusts. Just as the corpus of Hallock’s trust 
would have reverted to him if he had sur- 
vived his wife, so the corpus of another 
trust may revert to the grantor, either ex- 
pressly or by operation of law, if he sur- 
vives all his children and grandchildren, the 
persons designated as beneficiaries and re- 
maindermen. The practical difference in the 
likelihood that the property will revert to 
the grantor is substantial, but it is a differ- 
ence in degree of remoteness and not in kind, 


Possibility of Reverter 


During the five years following the Hal- 
lock decision the question of the significance 
under Section 811l(c) of the Code (and its 
prototype in the 1926 law) of such rever- 
sionary interests was argued and decided a 
great many times in the Tax Court and in 
the Circuit Courts of Appeals. Various cri- 
teria were considered in determining whether 
the corpus of an inter vivos trust which 
might under certain conditions be returned 
to the grantor should be included in his 
gross estate for estate tax purposes. One 
such criterion was the degree of remoteness; 
if at the time of the transfer the prospect for 
a return of the property—either upon a 
failure of beneficiaries or otherwise—was 
extremely remote,’ the corpus was not sub- 
jected to the tax. On February 5, 1945, the 
Supreme Court rejected this limitation: “It 
makes no difference ... how remote or uncer- 
tain may be the decedent’s reversionary 
interest. If the corpus does not shed the 
possibility of reverter until at or after the de- 
cedent’s death, the value of the entire corpus 
on the date of death is taxable. (Commiaus- 
sioner v. Est. of Field’ See also Fidelity- 
Philadelphia Trust Company v. Rothensies,’ 





7See, for example, Commissioner v. Kellog, 
119 F. (2d) 54 (CCA-3, 1941) [41-1 ustc § 10,041]. 
Compare the pending Gearhart Bill, H. R. 5358, 
proposing to exclude from gross estate transfers 
which would not revert to the decedent ‘‘in the 
normal] course of events.’’ 


8 324 U. S. 113, 116 [45-1 ustc { 10,169]. 
® 324 U.S. 108 [45-1 ustc 10,168]. 
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decided the same day.) If the existence of 
a possibility of reverter to the grantor or 
his estate, however remote and whether ex- 
press or by operation of law, were the sole 
criterion under the quoted language of Sec- 
tion 81l(c), it would be a rare trust which 


would not be brought into the grantor’s 
estate. But happily for taxpayers this is not 
the only criterion. Recent developments 


have given rise to a further limitation upon 
the Hallock rule. The “identifiable event” 
underlying this limitation is the dismissal on 
September 20, 1945, of the government’s 
appeal to the Third Circuit in Estate of 
Biddle v. Commissioner.” On May 2 of this 
1 the Treasury issued Treasury Decision 
5512 amending Section 81.17 of Regulations 
105, so as to make this limitation definite 
nd certain. I shall have more to say later 
about the Biddle case and Treasury Deci- 


vear 


Hypothetical Trust 


\t this point it will perhaps be helpful 

) set up a hypothetical trust to which both 

ot these new Treasury Decisions may be 
applied. Mr. John D. Rich has a large port- 
folio of securities. He also has a wife, Mary, 
and two children, Henry, 22, and Betty, 17, 
neither of whom are married. For reasons 
which are predominantly associated with 
liie—and therefore not in contemplation of 
death "—Mr. Rich transfers a very sub- 
stantial block of his securities to a trustee 
who is neither himself nor his wife. The gift 
tax consequences of the transfer are beyond 
he scope of this paper.” We shall merely 
that he files a gift tax return and 
pays the proper tax. The trust instrument 
provides for the payment of the income dur- 
the life of Mrs. Rich, one-half to her 






assume 





and the balance equally to the two children, 
with the usual provisions carrying the in- 
come to the survivors or survivor in event 
of the death of one or both of the children 
without issue before their mother, bringing 
in after-born children and the issue of any 
deceased child. At the wife’s death the trust 
terminates and the corpus is to be distrib- 
uted per stirpes to Rich’s surviving children 
and issue. If no issue survive the wife, the 
corpus to revert to Rich or his estate. 
The trustee is authorized in his discretion 
(1) to invade the corpus for the wife’s bene- 
fit, advancing to her from time to time out 
of principal for her comfort and happiness 
such sums as he considers necessary in 
addition to her share of the income; and 
(2) to withhold income from any benefi- 
ciary if he considers this to be for the bene- 
ficiary’s best interest, adding to the corpus 
the amounts so withheld. The trustee is 
given the usual broad administrative powers 
—to sell, invest, reinvest, lend, borrow, etc. 
—without regard to the limitations imposed 
by law on fiduciaries, and in general to 
manage the property as if he owned it out- 
right, subject, however, to Rich’s right dur- 
ing his lifetime to veto proposed sales and 
investments and to direct the voting of cer- 
tain shares in a closely held corporation, 
the A-Z Manufacturing Company, managed 
and controlled by Rich. 


1S 


Two questions are presented by this trust: 
(1) To whom is the income taxable—to the 
beneficiaries who actually receive it,” or to 
Mr. Rich? (2) On Rich’s death must the 
corpus of the trust or any part of it be 
included in his gross estate for estate tax 
purposes? I shall endeavor to demonstrate 
(1) that the income would be taxable to 


Mr. Rich under Treasury Decision 5488; 





TC 832 (1944) [CCH Dec. 13,920]. 

In this connection see Allen v. Trust Com- 
pany of Georgia [46-1 vustc { 10,254], decided 
by the Supreme Court on January 28, 1946. 
This case bears upon inter vivos trusts in two 
important respects: (1) The Court, although 
affirming the lower court decisions in favor of 
the taxpayer, recognizes that a purpose on the 
part of the grantor of such a trust, to reduce 
estate taxes by removing the corpus from his 


estate, is a ‘‘death motive’’ and may be made 
the basis for a finding that the transfer was 


made in contemplation of death, Compare Van- 
derlip, et al. v. Commissioner, decided by the 
Second Circuit on April 23, 1946 [46-1 usTc 
fi 10.267]. 

(2) The case involves a release by the grantor 
for this purpose (to reduce estate taxes) of a 
reserved power of amendment; the reasoning 
of the Court would seem to be equally appli- 
cable to the release of a reversionary interest 
which might subject the corpus to tax under 
the Hallock rule. For a discussion of this 
latter point see Alexander, ‘‘Possibilities of Re- 


New Trust Regulations 


acquisition and the Federal Estate Tax,’’ 1 Tax 
Law Review 291, 318-323. 

2 Recent Supreme Court decisions bearing 
upon the gift tax consequences of inter vivos 
trusts are: 

(1) Fondren v. Commissioner, January 29, 
1945, 324 U. S. 18 [45-1 ustc § 10,164], and Com- 


missioner uv. Disston, June 4, 1945, 65 S. Ct. 
1328 [45-2 ustc { 10,207], discretionary trusts 
for minors as transfers of ‘‘future interests’’ 


under Section 504 (b) of the Revenue Act of 
1932 relating to the annual exclusion. (See 
Section 1003 (b) of the Code.) 

(2) Commissioner v. Wemyss, 324 U. §S. 
[45-1 ustce § 10,179], and Merrill v. Fahs, 
U. S. 308 [45-1 ustc { 10.180], both decided 
March 5, 1945, ante-nuptial agreements—mar- 
riage or the release of marital rights as ‘‘con- 
sideration in money or money’s worth.'' (Sec- 
tion 1002 of the Code.) 

133 See Sections 161 and 162 of the Code for 
rules determining tax incidence as between the 
trust and the beneficiaries, depending in gen- 
eral upon whether the income is ‘‘to be dis- 
tributed currently.”’ 
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and (2) that the corpus would not be sub- 
ject to inclusion in his gross estate for estate 
tax purposes under Treasury Decision 5512, 
notwithstanding his retention of a possi- 
bility of reverter. 


To Whom Is the Income Taxable? 


Consider first the income tax question. 
The introductory paragraph of T. D. 5488 
reads as follows: 


“Income of a trust is taxable to the 
grantor under section 22 (a) although not 
payable to the grantor himself and not to 
be applied in satisfaction of his legal obliga- 
tions if he has retained a control of the trust 
so complete that he is still in practical effect 
the owner of its income. Helvering v. Clif- 
ford, 309 U. S. 331 [40-1 ustc J 9265]. In the 
absence of precise guides supplied by an 
appropriate regulation, the application of 
this principle to varying and diversified fac- 
tual situations has led to considerable uncer- 
tainty and confusion. The provisions of 
this section accordingly resolve the present 
difficulties of application by defining and 
specifying those factors which demonstrate 
the retention by the grantor of such com- 
plete control of the trust that he is taxable 
on the income therefrom under Section 22 
(a). Such factors are set forth in general in 
subsection (b) and in detail in subsections 
(c), (d) and (e), below.” 


This regulation defines and specifies the 
several factors affecting a grantor’s control 
of his trust, factors which are considered 
significant tax-wise, describing in detail the 
the various types of inter vivos trusts under 
which the grantor will be held to be in 
practical effect the owner of the income. 
Equally important, perhaps, from the point 
of view of resolving the existing “uncer- 
tainty and confusion,” the new regulation 
isolates those several factors. It is no 
longer necessary to weigh and evaluate the 
aggregate effect of a number of different 
trust provisions. The regulation sets up 
three largely independent criteria—three dif- 
ferent types of grantor-control. The exist- 
ence of any one of these controls will result 
in taxing the trust income to the grantor. 
The regulation is like a triple-barrelled shot 
gun. To tax the grantor, the Commissioner 
must make a direct hit with at least one 
barrel. To avoid being taxed, the grantor 
must dodge all three barrels; but he now 
has the advantage of knowing in advance 
exactly where the Commissioner is aiming 
his gun. 
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Length of Term 


The first criterion is the length of the 
term. Helvering v. Clifford involved a five- 
year trust; many cases in the Tax Court and 
Circuit Courts have involved temporary 
trusts of longer duration.“ The regulation 
draws a definite line. If the corpus is to be 
returned to the grantor within ten years— 
under conditions,”* within fifteen years—the 
income is taxable to him irrespective of any 
other circumstances. That fact in itself is 
enough to make him the owner of the in- 
come, even though (under the ten-year rule) 
he retains no control whatsoever over the 
operation or administration of the trust dur- 
ing the intervening years. Mr. Rich’s trust 
is in the clear under this first criterion. The 
corpus will not revert to him within ten 
or fifteen years—or ever, for that matter, 
in the normal course of events—and accord- 
ingly, subsection (c) of the regulation does 
not apply. The possibility that he may re- 
cover the corpus upon a failure of bene- 
ficiaries, while very significant for estate tax 
purposes, does not make this a temporary 
or short-term trust for income tax. 


Disposition of Income and Corpus 


Subsection (d) relates to the disposition 
of income and corpus and the power oi 
the grantor or his trustee to vary the shares 
set out in the instrument—powers com- 
monly inserted to maintain flexibility in the 
light of changing conditions. Such are the 
power to apportion income among the mem- 
bers of a class, the power to accumulate in- 
come instead of paying it out and the power 
to advance to a particular beneficiary a part 
of the corpus. The significance of such 
powers, as indicating retained control and 
substantial ownership on the part of the 
grantor, has been recognized in many cases, 
starting with Commissioner v. Buck in the 
Second Circuit. To speak very generally, 
the effect of subsection (d) is to tax the 
grantor whenever these powers may be 





144 Commissioner v. Jonas, 122 F. (2d) 169 
(CCA-2, 1941) [41-2 ustc f 9628] (ten years—not 
taxable); Commissioner v. Elias, 122 F. (2d) 
171 (CCA-2, 1941) [41-2 ustc { 9630], certiorari 
denied, 314 U. S. 692 (six years—taxable); 
Brown v. Commissioner, 131 F. (2d) 640 (CCA-3, 
1942) [42-2 ustc { 9761] (settlor’s life—taxable). 

% The fifteen-year rule applies where the 
grantor or his spouse retains certain adminis- 
trative powers: to vote stock, to control invest- 
ments or to substitute other property. 

%120 F. (2d) 775 (1941) [41-2 ustc { 9520]. 
See also Stockstrom v. Commissioner, 148 F. 
(2d) 491 (CCA-8, 1945) [45-1 ustc { 9243]; Hall 
v. Commissioner, 150 F, (2d) 304 (CCA-10, 1945) 
[45-2 ustc {| 9361]; Sinopoulo v. Jones, CCA-10, 
March 21, 1946 [46-1 ustc {| 9220]. 
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exercised to vary the respective shares of 
the beneficiaries, unless the trustee’s dis- 
cretion is subject to an objective standard 
capable of enforcement in a court of equity; 
and it is immaterial, as a rule, that the 
power is vested not in the grantor but in a 
trustee who is neither the grantor nor his 
spouse. The trustee as such is considered 
to be a person “not having a substantial ad- 
verse interest” and so presumably amen- 
able to the grantor’s wishes. The adverse 
interest rule which attributes to the grantor 
the powers of disposition vested in a disin- 
terested trustee, is perhaps the most far- 
reaching provision of the new regulations. 


The power to apportion income within a 
class must be vested in a trustee other than 
the grantor or his spouse and must be refer- 
able to the needs and circumstances of the 
beneficiaries. The power to accumulate in- 
come will not give rise to taxability pro- 
vided the accumulated moneys must ultimately 
go to the beneficiary from whom they were 
withheld,® thereby maintaining the same re- 
lative shares among the beneficiaries. Mr. 
Rich’s trust runs afoul of this provision 
since accumulated income is to be added to 
corpus generally and is not required to be 
segregated and paid ultimately to the same 
beneficiary. 


The power to invade corpus for the bene- 
fit of the wife also runs counter to the regu- 
lation; its exercise is not referable to her 
needs but to her “comfort and happiness,” 
a standard hardly capable of enforcement 
in a court of equity, and payments out of 
corpus would be chargeable to corpus gen- 
erally (not to the wife’s share only) and 
would diminish the shares of the children. 
Mr. Rich is taxable on the income because 
his trustee is given the power by accumula- 
tion and invasion of corpus to shift the 
beneficial ownership of the trust among the 


1 The adverse interest concept is drawn from 
Sections 166 and 167 of the Code. The regula- 
tions thereunder state: ‘‘A bare legal interest, 
such as that of a trustee, is never substantial 
and never adverse.’’ Sections 29.166-1 and 
29.167-1 of Regulations 111; Section 29.166-2, 
as added by {5 of T. D. 5488, in this connec- 
tion consider the effect in our hypothetical trust 
of designating son Henry, one of the benefici- 
aries, as the trustee. 

The adverse interest rule is not applicable 
under Section 811(d), the estate tax provision 
which deals with reserved powers to shift en- 
joyment. See Appendix B. Such powers do 
not require inclusion of trust property in the 
grantor’s estate unless they are lodged in the 
grantor himself. 

3 See, however, the last sentence of exception 
(3) under subsection (d) dealing with the pay- 
Ment of accumulated income to a designated 
alternate taker if the original beneficiary fails 
to survive the date of distribution. 


New Trust Regulations 


beneficiaries in accordance with his uncon- 
trolled discretion. 


Three Separate Trusts 


A different situation would be presented 
if three separate trusts had been established 
for the three primary beneficiaries. Pay- 
ments to the wife out of corpus would then 
be chargeable to het separate trust, and ac- 
cumulated income could be segregated for 
eventual payment to the beneficiary from 
whom it was withheld. This would prob- 
ably avoid the effect of subsection (d) as 
to the children’s trusts. These trusts are 
by hypothesis measured by the wife’s life, 
and her death will be most likely to take 
place during the children’s lives. The ac- 
cumulated income would thus be payable 
eventually as a part of the corpus on final 
distribution to the child from whom it was 
withheld.” But Mr. Rich would still be 
vulnerable as to his wife’s trust since ac- 
cumulations as to her would be payable at 
her death to the children, effecting a shift- 
ing of income from life tenant to remainder- 
men.” 


Assume that these powers to shift en- 
joyment are eliminated or restricted to meet 
the requirements of subsection (d). Mr. 
Rich will still be confronted with subsec- 
tion (e), relating to administrative powers 
—powers exercisable primarily for the grant- 
or’s benefit rather than in a fiduciary capac- 
ity in the interest of the beneficiaries. 
Although not the trustee, Rich has reserved 
the right to veto the investment of trust 
funds and the right to vote certain shares 
of stock. Since Rich is not the trustee, it 
is presumed according to the regulations 
that these powers are held in a non-fiduci- 
ary capacity—to be exercised primarily for 
Rich’s own benefit rather than for the bene- 
fit of the trust. This presumption clearly 
seems warranted in his case so far as the 
voting rights in the A-Z Company are 
concerned, assuming that he needs these 
shares to maintain voting control of this 
corporation. You will note that subsec- 
tion (e) refers to non-fiduciary administra- 
tive powers “exercisable by any person.” 
This is another far-reaching provision. Such 
powers, even though lodged in a disinter- 
ested third party, are apparently attributed 





1”Compare Miller v. Commissioner, 147 F. 
(2d) 189 (CCA-6, 1945) [45-1 ustc { 9172], in 
which the Commissioner conceded non-tax- 
ability after issuance of T. D. 5488; see Tax 
Court memorandum opinion, February 19, 1946 
[CCH Dec. 15,013(M)]. 

2?>Compare Stockstrom v. Commissioner, 
supra, pending on remand to the Tax Court to 
consider the applicability of T. D. 5488. 


737 


to the grantor. Provisions for third party 
investment counsel, voting control, etc., 
should be considered in this connection. 


Apart from these considerations the op- 
eration of the trust probably would be de- 
cisive under subsection (e). The trustee’s 
powers are broad (disregarding Rich’s veto 
power); but the trustee is neither Rich nor 
his wife, and according to the instrument 
the trustee is to act in a fiduciary capacity. 
However, if in actual practice the trustee is 
shown to be subservient to the grantors’ 
financial demands, this subsection may still 
be invoked. For example, if Rich is per- 
mitted to borrow from the trust and a loan 
to him is outstanding at the beginning of 
the taxable year, the income is taxable to 
him under the regulation. 


So much for the income tax phase of our 
hypothetical trust. T. D. 5488 is worth 
careful study by any lawyer drawing such 
a trust instrument or responsible for an 
outstanding inter vivos trust. I also recom- 
mend a careful reading of Section 29.22 
(a)-22 of the same regulation, entitled 
“Trust income taxable to persons other than 
the grantor.” This paragraph states the 
rule of Jergens v. Commissioner,” that in- 
come of a trust may be taxable to a third 
person not the grantor where such person 
is given the power to take over either the 
corpus or the income of the trust even 
though the income is otherwise payable and 
paid in the absence of an exercise of this 
power. I need not point out that this pro- 
vision relates not only to inter vivos trusts 
but to testamentary trusts as well. 


Role of T. D. 5488 


T. D. 5488 will not put an end to litiga- 


tion in this field of income tax law. The 
validity, force and effect of the Regulations 
will undoubtedly be challenged, particularly 
as they are applied to factual situations not 
covered by the decided cases. Many ques- 
tions of interpretation and construction are 
bound to arise. Questions of state law 
become increasingly important: the proper 
construction of the instrument, whether a 
certain power is held in a fiduciary capacity, 
the effect of an amendment or reformation ™ 
of the trust instrument and of the grantor’s 
release of his reserved powers.” The Bu- 


21136 F. (2d) 497 (CCA-5, 1943) [43-1 ustc 
1 9489]. See also Mallinckrodt v. Commissioner, 
146 F. (2d) 1 (CCA-8, 1945) [45-1 ustc J 9134]; 
Richardson v. Commissioner, 121 F. (2d) 1 
(CCA-2, 1941) [41-2 ustc J 9592]. 


22See Sinopoulo v. Jones, supra; Hisenberg 
v. Commissioner, 5 TC 856 (1945) [CCH Dec. 
14,773]. 


738 


reau has gone far toward resolving the 
existing uncertainty and confusion; but no 
regulation can give us all the answers in 
advance, and it must be recognized that 
to a certain extent new issues will take the 
place of the old ones. 


One more point before we leave the 
Clifford rule. T. D. 5488 is by its terms 
not applicable to the taxable years prior to 
1946. However, the Bureau has issued a 
mimeograph™ directing its representatives 
not to assert liability of the grantor under 
Section 22 (a) for prior years if the grantor 
would not be taxable under the new regu- 
lations. The effect is to give the taxpayer 
the benefit of these regulations without ap- 
plying them to his detriment. I have 
assumed in respect to Mr. Rich that a tax- 
able year subsequent to 1945 was involved. 
Whether the income would be taxable to 
him as to earlier years, would depend upon 
the case law. That question is beyond the 
scope of this paper. 


Must Corpus Be Included 
in Gross Estate? 


Now for the estate question: 


Mr. Rich has died, leaving his wife, the 
same two children and a couple of grand- 
children. At his death Rich had a con- 
tingent reversionary interest in the trust— 
a possibility of reverter—since by the very 
terms of the instrument the corpus was to 
revert to him or his estate if no issue sur- 
vived his wife. Before the summer of 1945 
the Commissioner probably would have 
asserted an estate tax under Section 811 (c), 
based upon inclusion in Rich’s gross estate 
of the corpus of the trust after deducting 
the value of the estate for the life of his 
wife outstanding at his death,” this on the 
tkeory that this was a transfer intended to 
“take effect in possession or enjoyment at 
or after” Rich’s death. In support of the 
tax the Commissioner might have relied 
with considerable force on the language of 
the Supreme Court in the two possibilities 
of reverter cases decided in February, 1945. 
It is enough, says the Court,” if the dece- 
dent “retains some contingent interest in the 


22 See Estate of Banfield v. Commissioner, 4 
TC 29 (1944) [CCH Dec. 14,135]. 

24 Mim, 5968, 1946 I. R. B. No. 2, p. 8. Stock- 
strom v. Commissioner, supra, was remanded 
to the Tax Court after certiorari had been 
denied by the Supreme Court for consideration 
of the retroactive application of T. D, 5488. 
See also Miller v. Commissioner, supra, foot- 
note 19. 

25 See note 4, supra. 

23 Fidelity-Philadelphia Trust Company v. Ro- 
thensies, supra. 
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property until his death or thereafter.” The 
retention of such a “string” was arguably 
sufficient to sweep the entire corpus into 
the gross estate.” 


Background of T. D. 5512 


I have mentioned the Tax Court case of 
Estate of Biddle v. Commissioner and the 
fact that on September 20, 1945, the gov- 
ernment dismissed its appeal to the Third 
Circuit. On October 3 the Bureau formally 
acquiesced in this decision and on May 2, 
1946, the Treasury issued T. D. 5512, which 
made the rule of this case a part of the 
Regulations. The events leading up to this 
action are interesting. On June 11 the 
Supreme Court announced its decision, 
iavorable to the government, in Goldstone 

United States, another possibility of re- 
verter case. One week later the Court 
amended one of the footnotes to the opin- 
icn.* As originally written, this footnote 
had expressly overruled the Third Circuit 
decision in Lloyd’s Estate v. Commissioner ; ® 
in the footnote as amended this question 
was specifically left undecided. 


Both the Lloyd and Biddle cases involved 
trusts under which the grantor had reserved 
a reversionary interest—a right to recover 
the property upon the happening of certain 
contingencies. But both cases differed from 
cases of the Hallock type in one important 
respect: nothing turned upon survival of 
the grantor. “Whether he lived or died,” 
as the court said in the Lloyd case, “the 
trusts were the same and_ unaffected.” 
Under the Lloyd trust the income was pay- 
able to the grantor’s son for life; on the 
son’s death the corpus was to be distributed 

subject to a power of appointment) to 
the son’s surviving widow and heirs, with 
a reversion to Lloyd or his estate in default 

' such survivors. In the Biddle trust, 
income was payable to a son for life; at the 
son’s death the corpus was to be distributed 
to the son’s issue, with a reversion to the 
crantor if the son died without issue. The 
contingent remainder interests under both 


* In a footnote to its opinion in Goldstone v. 
United States, 325 U. S. 687, 693 [45-2 ustc 
© 10,209], the Court refers to the Fidelity-Phila- 
delphia case, reciting the facts in a manner 
seemingly at variance with the original opinion 
in that case. As the facts are stated in the 
Goldstone opinion the element of survivorship 
was possibly lacking in the Fidelity-Philadelphia 
case. This might have provided the govern- 
ment with a further basis for insisting that the 
mere retention of a possibility of reverter is 
enough to draw the corpus into the grantor’s 
estate, 

*8 Footnote 2, 325 U.S. at p. 690. 

141 F, (2d) 758 (1944) [44-1 ustc § 10,105]. 
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trusts took effect not upon the grantor’s 
death but upon the death of the life tenant, 
his son. Compare the Hallock case, where 
the grantor’s death was the decisive factor 
in. determining whether the property would 
return to him or go to his children; this de- 
pended upon whether Hallock survived his 
wife. Similarly, in each of the three cases 
decided by the Supreme Court last term 
the ultimate disposition of the property was 
held in suspense at least until the decedent’s 
death.” The Supreme Court’s refusal to 
overrule the Lloyd case, and the govern- 
ment’s subsequent acquiescence in the Tax 
Court decision in Biddle v. Commissioner— 
these events served to underline the ele- 
ment of survivorship in cases of this type 
even before the issuance of T. D. 5512. 
Notwithstanding the existence of a pos- 
sibility of reverter in the grantor of an 
inter vivos trust, the corpus will not be 
included in his gross estate where the 
interests of the beneficiaries and distributees 
depend upon events and contingencies ,un- 
related to the grantor’s death; if the re- 
maindermen will take whether the grantor 
lives or dies and irrespective of the time of 
his death, the tax will not be asserted under 
T. D. 5512 and the quoted language of 
Section 811 (c)," even though the property 
will revert to the decedent or his estate if 
those contingencies do not occur. 


Comparison With Biddle Case 


Our hypothetical case is like the Biddle 
trust, which now appears as Example (2) 


in T. D. 5512. Income is payable to Rich’s 
wife, children and issue during the life of 
his wife, and the corpus is to be distributed 
at the wife’s death to his issue surviving 
her. The reversion to Rich or his estate 
will operate if no issue then survive, a 
contingency unrelated to Rich’s death. The 
contingent remaindermen must survive the 
wife in order to take, but their interests 
are unaffected by the time of Rich’s death. 
The trust is within the Lioyd-Biddle limita- 
tion, and the corpus would not be included 
in Rich’s gross estate under the statutory 
provision under discussion regardless of his 
reversionary interest. 


Reservation of Life Interest 


Before leaving the estate tax question, I 
should mention one obvious variation of 
the terms of the trust which has _ un- 


30 But see note 27, supra. 


31 Dealing with transfers ‘‘intended to take 
effect in possession or enjoyment at or after’’ 
the grantor’s death, 
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doubtedly occurred to many of you. What 
happens if Rich reserves to himself a life 
interest in the income, preceding the inter- 
ests of his wife and children? Time does 
not permit of a full discussion of this ques- 
tion,” but the answer is fairly clear: On 
March 3, 1931, the statute was amended ® 
to refer specifically to the reservation of a 
life interest in the grantor, and if the trust 
was created after that date, the corpus is 
unquestionably subject to tax as a part of 
Rich’s estate. Assuming that the trust was 
created before March 3, 1931, the corpus is 
taxable to the grantor’s estdte if he retains 
a reversionary or other interest (apart from 
the life estate) and, as is usually the case 
in such trusts, if the interests of the re- 
maindermen are dependent upon their sur- 
viving him“—in other words, if the two 
factors underlying the Hallock rule are 
present. 

Other factual variations will bring into 
operation other provisions of the Code. I 
am attaching an appendix for reference pur- 
poses listing some of these statutory pro- 
visions. (Page 741). 

The factors which determine whether 
trust income is taxable to the grantor under 
T. D. 5488 are entirely different from those 
which determine whether the trust corpus is 
to be included in his estate under T. D. 
5512. This is illustrated by our hypo- 
thetical trust. Rich is “still in practical 
effect the owner of its income,” in the lan- 
guage of the regulation. Yet the corpus 
would not be included in his gross estate 
for estate tax purposes. The reverse is 
equally possible. If the trust were meas- 
ured by Rich’s life and the corpus were to 
be distributed at his death to the income 
beneficiaries then surviving, the trust prop- 
erty would be subject to estate tax under 
T D. 5512 as a part of Rich’s estate. At 





2 The most important cases are: May uv. 
Heiner, supra, and three per curiam decisions 
announced on March 2, 1931, on the authority 
of May v. Heiner (Burnet v. Northern Trust 
Company, 283 U. S. 782 [1931 CCH f 9163]: 
Morsman v. Burnet, 283 U. S. 783 [1931 CCH 
7 9164], and McCormick v. Burnet, 283 U. S. 
784 [1931 CCH { 9165]); Helvering v. Bullard, 
303 U. S. 297 (1938) [38-1 ustc { 9139]; Hassett 
v. Welch, supra, See Regulations 105, Section 
81.18. 

3%3The amendment was by Joint Resolution of 
Congress adopted one day after the three per 
curiam decisions cited in the preceding note. 
The statute was further amended by Section 
803(a) of the Revenue Act of 1932. 

% Fidelity-Philadelphia Trust Company v. Ro- 
thensies, supra, and Commissioner v. Field, 
supra, were of this type. Compare Commis- 
sioner v. Bank of California (Estate of Girvin), 
decided by the Ninth Circuit on April 11, 1946 
[46-1 ustc { 10,263]; Commissioner v. Bayne’s 
Estate, CCA-2, May 10, 1946 [46-1 ustc {| 10,272]. 
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the same time, elimination of the discre- 
tionary powers of accumulation and _ in- 
vasion of corpus and the non-fiduciary 
administrative powers would bring the trust 
into line with T. D. 5488, and the income 
would not be taxable to Rich. This is not 
of great significance since the two Treas- 
ury Decisions deal with different aspects 
of inter vivos trusts. These two rules are 
hardly susceptible of correlation.” 


Significance of the New Regulations 


In conclusion, I should like again to 
urge each of you whose practice extends 
into this corner of the tax law to read most 
carefully the new Clifford regulations, T. D. 
5488. The Bureau has given the practi- 
tioner a clear and definite statement of the 
factors which will result in taxing trust 
income to the grantor. Generally speaking, 
it is now possible to forecast the income 
tax incidence of an inter vivos trust. 


The new regulations under the Hallock 
rule also deserve careful study. Their prin- 
cipal contribution is the firm establishment 
of the two requirements underlying the rule 
as presently applied: the existence of a 
reversionary interest in the grantor and the 
element of survivorship. T. D. 5512 follows 
the case system of instruction; eight ex- 
amples are included, each of 
lustrates some refinement or qualification 
of one or the other of the two basic re- 
quirements, complexities which are beyond 
the scope of this paper.” 

These two Treasury Decisions are the 
most recent and most important of the issue 
of Clifford and Hallock. Their careers will 
be worth watching. [The End] 





which il- | 





3 But compare subsection (d) of T. D. 5488 


(income tax) with Section 811(d) (estate tax). 
These provisions deal with the same subject 
matter, reserved powers to shift enjoyment, 
and might be correlated by the consistent ap- 


plication or non-application of the adverse in- | 


terest rule. 

As to the possible application of the ‘‘sub- 
stantial ownership’’ doctrine of the Clifford case 
to Section 811(a), see Paul, Federal Estate and 
Gift Tax, Vol. 1, pp. 223-225, 1946 Supplement, 
pp. 309-314. 

36 Following are some of the background cases 
which will be helpful to an understanding of 
the rule and its refinements: 

Example (1)—Helvering v. Hallock, supra, 
with remoteness of reversionary interest ac- 
centuated, 

Example (2)—Estate of Biddle v. Commis- 
sioner, supra. 

Example (3)—Here a supervening event, death 
of a contingent remainderman, converts a pre- 
sumably non-taxable trust into one of the Hal- 
lock type, indicating that the situation existing 
immediately prior to the grantor’s death is 

[footnote continued on p, 741] 
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APPENDIX 


Some additional Code provisions 
plicable to inter vivos trusts: 


ap- 


A. Income Tax 


Section 166: The income is taxable to the 
grantor under this Section where he retains 
the power to recover the corpus by revoca- 
tion or otherwise. The same is true if the 
power is vested in a non-adverse party, a 
trustee for example. If the power applies 
only to a part of the corpus, the grantor 
is taxable on the income of such part. See 
Section 29.166-2 of Regulations 111 as added 
by T. D. 5488. 


Section 167, as amended by Section 134 of 
the Revenue Act of 1943: This section deals 
with the grantor’s retained interest in the 
income of the trust,-his right to receive the 
income or have it applied for his benefit. 
The application of this section is clear 
where the grantor may have the income il 
he wishes, may require that it be accumu- 
lated for future distribution to him, or may 
direct its application in discharge of his 
legal obligations (other than for support) 
or in payment of premiums on his life in- 
surance; and it is immaterial that discretion 
in relation to the income is vested in some- 
one else, a non-adverse party. 


The 1943 amendment added subsection 
(c), directed to the rule of Helvering v. 
Stuart, 317 U. S. 154 [42-2 uste 7 9750]. 
It applies to discretionary trusts for mainte- 
nance and support. Under this subsection 
the income is not taxable to the grantor 
merely because it may, in the discretion 
of the trustee, be applied to the maintenance 
and support of the grantor’s wife or minor 
children, except to the extent that it is 
actually so applied. But the exception is 
narrowly restricted. It does not apply if 
this use of the income is mandatory or if the 
discretion is lodged in the grantor not act- 
ing as trustee; and it has no application to 
other than support obligations; as for ex- 





[footnote 36 continued] 

considered decisive. This is the reverse of the 
situation prevailing in the Goldstone case supra, 
where a supervening event might have elimi- 
nated taxability. 

Example (4)—Compare Estate of Dominick v. 
Commissioner, CCA-2, January 2, 1946, [46-1 
ustc J 10,247]. 

Example (5) — Fidelity-Philadelphia Trust 
Company v. Rothensies, supra. 
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ample ordinary debts, rent, household ex- 
penses. See Section 29.167-2 of Regulations 
111 as added by T. D. 5392, approved July 
15, 1944. 


In our hypothetical trust, Mr. Rich would 
be taxable on the entire income under Sec- 
tion 167 if he had reserved the right to have 
it applied to the support of his wife or 
minor daughter; subsection (c) would not 
apply since Rich is not the trustee. He 
would be taxable also to the extent that the 
income is or is required to be used for this 
purpose or if the trustee is given the dis- 
cretion to use it to pay premiums on Rich’s 
life insurance or to apply it to his legal 
obligations other than for support. 


As to alimony or separate maintenance 
trusts, see Sections 22 (k) and 171. 


B. Estate Tax 


Section 811(a): This is the basic provi- 
sion requiring the inclusion in gross estate 
of all property owned by the decedent at 
the time of his death. In our hypothetical 
trust, if no provision had been made for 
remainders to others after the death of the 
wife, the property would have remained in 
Rich, subject only to the life estates, and 
would have been taxable as his under this 
section of the Code. 


Section 811(c): In addition to transfers 
“intended to take effect in possession or 
enjoyment at or after” the decedent’s death 
(discussed in the body of this paper), this 
subsection covers transfers in contempla- 
tion of death, and under the amendments of 
1931 and 1932 (see notes 32 and 33), trans- 
fers with the reservation of the right to 
income for a _ period referable to the 
grantor’s life or not in fact ending before 
his death. It also deals with the grantor’s 
reservation for such period of the right to 
designate the beneficiaries. 


Section 811(d): This subsection covers 
transfers with the reserved right to change 


Example (6)—Commissioner v, Kellog, supra; 
Commissioner v. Estate of Frank Hall, CCA-2, 
January 17, 1946 [46-1 ustc {| 10,253]. 

Example (7)—Reversion by operation of law. 

Example (8)—EHstate of Ballard v. Commis- 
sioner, 47 BTA 784, [CCH Dec. 12,841], affirmed 
per curiam, 13g F. (2d) 512 (CCA-2) [43-2 ustc 
7 10,074]; compare Goldstone v. United States, 
supra. 
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the enjoyment of the property by the ex- 
ercise of a power “to alter, amend, revoke 
or terminate.” In our hypothetical trust, 
if Rich were the trustee the corpus would 
probably be subject to inclusion in his gross 
estate under this provision in view of the 
trustee’s power to shift enjoyment by ac- 
cumulation of income and invasion of 
corpus. Compare Commissioner v. Estate of 
Holmes, decided by the Supreme Court on 
January 2, 1946 [46-1 ustc 10,245]. The 
adverse interest rule does not apply here. 
The power must be exercisable “by the 
decedent alone or by the decedent in con- 
junction with any other person.” Compare 
Sections 166 and 167 and subsection (d) of 
T. D. 5488. 


ee ee ee 


NEWARK, NEW JERSEY 


Newark’s general revenue in 1944 totaled $37.5 million, virtually the same 
A $486,000 decrease occurred in the property tax yield, but 
a rise of $711,000 in aid received from other governments more than compensated 


amount as in 1943. 


for it. 


Revenue from state aid, derived chiefly from the local share of state im- 


As to life insurance trusts see Section 
81l(g), as amended by Section 404(a) of 
the Revenue Act of 1942. In this connec- 
tion note that where a reversionary interest 
is retained by the insured, a policy may be 
taxable under the Hallock rule and Section 
81l(c), irrespective of the application of 
Section 811(g). Chase National Bank (Dry- 
den Will) v. United States, 116 F. (2d) 625 
(CCA-2, 1940) [41-1 ustc { 10,003]; Bailey 
v. United States, 31 F. Supp. 778 (Ct. Cls. 
1940) [40-1 ustc § 9789]; House Report 
No. 2333, p. 163, Senate Report 1631, 
pp. 235-236 (77th Congress, 2nd Session, 
1942); CCH Inheritance Estate and Gift Tax 
Service, § 3470.50. Compare Commissioner 
v. Washer, 127 F. (2d) 446 (CCA-8, 1942) 
[42-1 ustc J 10,168]. 




















posed taxes, dropped the 1943 level by $451,000. Of the $152,000 received from 
federal aid, $42,000 was for child care and $55,000, from the U. S. Department of 
Agriculture, for the city’s penny milk fund. 


General expenditure, on the other hand, was 5.4 per cent lower than 1943. 
This decrease is accounted for by a drop of $576,000 in operation expenditure and a 
marked reduction in the amount required from current revenue for debt service. 
The total expenditure was $36.1 million. 

Newark’s gross debt, both general and enterprise, amounted to $84.3 million on 
December 31, 1944, $12.7 million, or 13.1 per cent, below the 1943 debt. Of the 
total, $47.3 million consisted of obligations incurred for the general government. 
The remainder was enterprise debt. The full faith and credit of the city was 
pledged for the entire gross debt, payable from unspecified general revenue. 
Well over half of the long-term debt retired during the fiscal year ending Decem- 
ber 31, 1944, was redeemed from sinking-fund accumulations. 


The city maintained separate retirement funds for general municipal em- 
ployees, Board of Works employees, Board of Health employees, and policemen 
and firemen; it also owned and operated a water-supply system, port facilities, 
and an airport.—Bureau of the Census, City Finances: 1944. June, 1946. 
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PARTIER SHIPS 
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By REUEL L. OLSON 


The author is a tax lawyer in Los Angeles, 

California, and holds the degree of Juris 

Doctor from the University of Southern 
California School of Law 


phage PARTNERSHIPS are doomed, 
in the opinion of many, by the decision 
handed down by the United States Supreme 
Court in two cases decided February 25, 
1946—Commissioner v. Francis E. Tower 
[46-1 ustc 79189], and A. L. Lusthaus v. 
Commissioner [46-1 ustc [9190]. In both 
cases the Court held that the partnerships, 
each of which involved a husband and wife, 
though admittedly valid under state law, 
would be disregarded for federal income tax 
purposes. 


The following paragraphs examine the 
facts of the cases and the language of the 
judges, in both the leading and the dissent- 
ing Opinions. 


Gifts of Money and Stock 


In both cases the husbands had been the 
sole managers of the business prior to 
the organization of the partnerships and 
had retained this position after the organi- 
zation of the partnerships. Mr. Lusthaus 
made a gift to his wife of the money with 
which she almost immediately purchased a 
small interest in his business, giving notes 
to her husband in an amount sufficient to 
equalize their interest. Mr. Tower gave 
his wife stock in a corporation which three 
days later was organized as a limited part- 
nership. This gift was made with the ex- 
press provision that the value of the stock 
would be invested in the limited partnership 


Family Partnerships 


The duties of the 


about to be organized. 
wives in no way changed after they became 
the business partners of their husbands. 
They took no active part in the businesses 
and had no control over them. 


Mrs. Tower took money credited to her 
capital account and used it for support of 
the family—a financial duty which the hus- 
band usually assumes. 


Mrs. Lusthaus was not allowed to draw 
upon her capital account in the first year of 
the partnership, and during the second year 
amounts drawn by her were used in pay- 
ment of the promissory notes she had given 
her husband as part of the purchase price 
of her share of the business. 


The Court, in disallowing the partnerships 
for income tax purposes, used the following 
language: 


“There can be no question that a wife and 
husband may, under certain circumstances, 
become partners for tax, as for other pur- 
poses. If she either invests capital origi- 
nating with her or substantially contributes 
to the control and management of the busi- 
ness, or otherwise performs vital additional 
services, or does all of these things she 
may be a partner.” 


This language asserts the validity of fam- 
ily partnerships under circumstances where 
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they are bona fide in the sense that the wife 
makes and maintains the proper contribu- 
tions in money and/or in services. The 
Court further stated: 


“A wife may become a general or a limited 
partner with her husband. But when she 
does not share in the management and con- 
trol of the business, contributes no vital ad- 
ditional service, and where the husband 
purports in some way to have given her a 
partnership interest, the Tax Court may 
properly take these circumstances into con- 
sideration in determining whether the part- 
nership is real within the meaning of the 
federal revenue laws. 


“Tt is the command of the taxpayer over 
the income which is the concern of the tax 
laws.” 


Dissent in the Tower and 
Lusthaus Decisions 


The dissenting opinion to the above cases, 
written by Justice Reed and concurred in 
by Chief Justice Stone, is also important. 
These judges thought that since “the ques- 
tions of taxability in this case turn on the 
wife’s bona fide ownership of a share of the 
partnership, we cannot say that federal law 
is controlling. Even if it were, we are 
pointed to no federal law of partnership 
which precludes the wife becoming a part- 
ner with her husband and making her con- 
tribution to capital from money or property 
given to her by her husband, as well as from 
any other source. . . . When all the neces- 
sary elements of a valid partnership exist 
and no evidence is introduced which points 
the other way, an intention to be partners 
must follow. The purpose to reduce 
taxes on family income certainly is not evi- 
dence of an intention not to form a partner- 
ship.” 


Family Partnership Upheld 


In the case of Marks v. Commissioner, 
Docket 4474, 6 TC —, No. 87, April 9, 1946 
[CCH Dec. 15,070], it was held that the 
partnership was bona fide and would support 
division of income between husband and 
wife for income tax purposes. The taxpayer 
was married in 1918. The wife turned over 
to her husband all her property, consisting 
of $400 and her interest in a wedding gift, 
to be used in a jewelry business conducted 
by him, and over a period of many years 
she labored with him in the store without 
compensation in building up the business. 
In addition to acting as saleslady she did 
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much of the buying and all of the advertis- 
ing, and devoted her attention to managing 
the jewelry department while the taxpayer 
managed the optometrical department. 


On February 1, 1941, both parties signed 
articles of co-partnership, under which the 
taxpayer was to receive a salary of $6,000 
per annum and the balance of profits and 
losses was to be shared equally. Both par- 
ties continued to give their entire time and 
energies to the business. 


It was held that the partnership is an or- 
dinary business partnership within the pro- 
visions of the internal revenue code. In 
such case it is held not necessary that the 
wife bring new capital into the partnership 
where in point of fact she renders valuable 
services to the business. Here, not only 
had she spent a lifetime of labor in the busi- 
ness, but she had an original contribution 
of capital to it. (Commissioner v. Tower, 
supra, distinguished.) 


In the later case of Willis B. Anderson v,. 
Commissioner, 6 TC —, No. 123, May 6, 1946 
[CCH Dec. 15,133], the facts were that prior 
to 1940 the taxpayer was engaged in the dye 
business. His wife assisted by operating 
a drill press and performing various other 
duties. The business did not prosper and 
in 1940 the work was finished, the machin- 
ery mortgaged, and the taxpayer was with- 
out funds. In that year, the taxpayer’s wife 
invested in taxpayer’s business $1000 which 
had been borrowed from her mother. It 
was agreed that the taxpayer would enter 
the machining business, and that the inter- 
est in the business which the wife consid- 
ered to be hers from the time of inception 
be evidenced by written agreement. A part- 
nership agreement was effected providing 
that each should share profits and losses. 
During the taxable year, the wife did gen- 
eral office work for the business. Between 
January 1, 1941 and July 31, 1945, out of a 
total of $255,501.30 credited to her account, 
the wife withdrew a total of $213,692.87, 
which she expended for personal items (a 
ranch, etc.), including repayment of the loan 
from her mother. Household and family 
expenses were paid by taxpayer. The Tax 
Court held that both taxpayer and his wife 
contributed capital and services to the busi- 
ness, and that they were equal partners in 
the business in 1941, and entitled to divide 
its income equally between them. A dis- 
senting opinion by Opper was concurred in 
by Turner, Smith, Murdock and Harron on 
grounds that the facts did not support a 
bona fide partnership arrangement and that 
the wife did not contribute important serv- 
ices. 
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A case in which the contribution of capital 
by the wife was entirely lacking was that of 
Samuel Goodman v. Commissioner, 6 TC —, 
No. 126, [CCH Dec. 15,136]. There the tax- 
payer took over a jewelry business in 1921. 
He was married in 1923. His wife had 
worked as a clerk in the jewelry store and 
she has continued to work as such until the 
present time, devoting all her working time 
to the business. Since 1935, due to injuries 
suffered in an automobile accident, the hus- 
band was a cripple, and during his frequent 
absences for treatment and for residence in 
a warmer climate, his wife has been in com- 
plete charge of the business. In 1941 the 
husband gave the wife a one-fourth inter- 
est in the business and filed a gift tax re- 
turn. Profits and losses were to be shared 
equally. 

Upon review, the majority of the Tax 
Court felt that the evidence amply sup- 
ported a business partnership between tax- 
payer and his wife under the Tower and 
Lusthaus cases and the tests suggested by 
the Supreme Court. The wife’s continuous 
and valuable services were a material factor 
in the production of income. Her status as 
a partner did not depend upon her hus- 
band’s gift to her of a one-fourth interest 
in the business, but depended rather upon 
the personal services which she contributed. 
She was entitled to receive and did receive 
one-half of the profits of the business and 
the husband was taxable for only his one- 
half of the profits. 


Wives as Joint Tenants 


In the case of Schreiber v. Commissioner; 
Shaprow wv. Commissioner, Dockets 3737, 
3738, 6 TC —, No. 92, April 12, 1946 [CCH 
Dec. 15,076], the husbands attempted to 
bring their wives into the partnership, but 
were unsuccessful in their attempt to do so 
with respect to the taxing for income tax 
purposes of all of their wives’ income from 
the partnership. The wives, however, with 
part of the income from the partnership, pur- 
chased, as co-tenants, a building, which they 
rented to the partnership. The taxpayers, 
the husbands in the partnership, never re- 
ceived any of the rental money. The Com- 
missioner included the rentals in the gross 
income of the partnership. The Tax Court 
held that since the wives received profits of 
the partnership without any strings attached 
to the use of the money, the property pur- 
chased with the money was owned by the 
wives, and the income from such property 
was income to the wives and not to the 
taxpayers. Opinion by Judge Disney. 


Family Partnerships 











Judge Hill dissented on the question of 
the rentals’ being income to the wives, but 
only on the ground that the distributions 
were made to the wives as partners and 
not as gifts, and that therefore the rental 
property was purchased with partnership 
funds and was accordingly partnership 
property, the rentals for which should have 
been included in partnership income. The 
premise in Hill’s dissent, however, is wrong; 
partnership income distributed to a partner 
becomes separate property of the partner, 
and the wives received these profits of the 
partnership without any string attached to 
the use of the money. 


The facts in this Schreiber and Shaprow 
case, other than with respect to the segre- 
gation of a portion of the income from the 
partnership by the wives investing in the 
building, are summarized as follows: 


The taxpayers in 1930 purchased, as part- 
ners, a going business, in part with money 
furnished by their wives, one of whom was 
not repaid. It was not shown that the fact 
that the wives let their husbands have money 
to invest in the business, was considered by 
these husbands and wives to give the wives 
any interest in the business. 


In January, 1937, each partner conveyed 
to his wife a one-fourth interest in the part- 
nership, and in January, 1938, they formed 
a partnership with their wives. 

The wives had no income from 1930 to 
1936. The partnership activities continued 
to be managed by the husbands, the wives 
doing only minor work, generally in the 
evening at home. Only the taxpayers could 
sign partnership checks. The husbands, the 
taxpayers, drew salaries. 


For the taxable years 1939 to 1941, the 
Commissioner included in the income of each 
of the taxpayers one-half the income of the 
partnership, on the ground that the wives 
were not members of the partnership, and 
determined deficiencies accordingly. 


The Tax Court held that the contribution 
of money by the wives was of no material 
effect because such contribution was not 
shown to have been considered to give the 
wives any interest in the business. 


The Tax Court holds further, on the fore- 
going facts, and on the additional fact that 
no provision of the contract provided that 
the wives should bear losses and that their 
contributions were to be returned to them 
upon dissolution, that the Commissioner did 
not err in including all of the partnership 
income in the gross income of the taxpayer- 
husbands, partners. 


(Continued on Page 789) 
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2. . 6 « TAXABILITY OF CORPORAT 


By ALVIN RANDALL COWAN 


Mr. Cowan is an attorney, specializing in the law of taxation in New York City 


_ Peay earnings and profits be distributed 
to stockholders so that they will not 
be taxable as dividends? Heretofore claims 
have been ineffective that distributions were 
not dividends but were in reality distribu- 
tions in liquidation within the purview of 
Section 115(c) of the Internal Revenue 
Code, distributions taxable under Section 
112(c)(2) as gains from the exchange of 
property, or distributions by virtue of pur- 
chase of stock by the corporation with profits 
taxable to the stockholders as capital gains. 


Distributions of earnings and profits may 
occur in the following ways: 


1. As dividends defined as such by Sec- 
tions 112(c)(2), 115(a), 115(b), and 115(g). 


2. As distributions in complete or partial 
liquidation of a corporation under Sec- 
tion 115(c). 


3. By transfer of property by the corpora- 
tion to a stockholder at less than its fair 
market value. (Regulation 111, Section 
29.22(a)-1.) 

4. By purchase of stock by the corpora- 
tion to be held as treasury stock. 


Effect of Distribution 


In determining whether a distribution is 
out of earnings or profits, the court will 
look at the effect of the distribution and 
not at the prompting motive. (Bazely v. 
Commissioner, CCA-3, April 16, 1946 [46-1 
ustc 99237]; Adams v. Commissioner, 
CCA-3, April 16, 1946 [46-1 ustc { 9238].) 
The fact that the distribution is pursuant to 
a plan of recapitalization is insufficient to 
alter the effect. (Commissioner v. Estate of 
Bedford, 325 U. S. 283, 292 [45-1 ustc 
7 9311].) There is no difference between the 
concept of having the “effect of the distribu- 
tion of a taxable dividend” (Section 112(c) (2)) 
and that of a distribution’s being “essentially 
equivalent to the distribution of a taxable 
dividend” (Section 115(g¢).) (Kirschenbaum 
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et al. v. Commissioner, CCA-2, April 8, 1946 
[46-1 ustc { 9231].) 


Dividends 


Mere avoidance of the term “dividend” 
will not avoid construction of a distribution 
as a dividend. In Times News Company, 
3 BTA 1251 [CCH Dec. 1386], payments 
termed “commissions” made to a_ stock- 
holder and his family who were in no way 
instrumental in securing a sale were held 
to be dividends. Payments characterized 
as “bonuses” to equal officer stockholders 
of a close corporation were dividends. (Rivoli 
Operating Corporation, BTA memo. (1942) 
[CCH Dec. 12,406-G]; Cornelius Lumber 
Company, 5 BTA 215 [CCH Dec. 1836].) 
That part of the amount received by a sole 
stockholder ostensibly as salary but in reality 
as a distribution of profits was a dividend. 
(Winant et al. v. Gardner, CCA-2, 29 F. (2d) 
836 [1 ustc [342]; Russell, BTA memo. 
[CCH Dec. 11,257-C].) Payments of sala- 
ries to stockholders who performed no serv- 
ices were dividends. (Alexander Sprunt & 
Son, Inc. v. Commissioner, CCA-4, 64 F. (2d) 
424 [1933 CCH [9263]; Allegheny Amuse- 
ment Company, 37 BTA 12 [CCH Dec. 9904]; 
Anderson & Company, 26 BTA 346 [CCH 
Dec. 7618] ; Transportation Service Associates, 
Inc., TC memo. [CCH Dec. 13,742(M) ].) 


Payments of a percentage of profits to 
stockholders in proportion to their holdings 
are dividends. (Universal Milking Machine 
Company, 4 BTA 506 [CCH Dec. 1554]; 
Heflin, Inc.,7 BTA 1002 [CCH Dec. 2703], 
58 F. (2d) 482 [1932 CCH ] 9257]; West v. 
Commissioner, CCA-3, 68 F. (2d) 246 [1934 
CCH {9022].) Distributions in the guise 
of royalties were held to be dividends in 
Thornburgh Manufacturing Company, 17 
BTA 29 [CCH Dec. 5361] and Peterson and 
Pegau Baking Company, 2 BTA 637 [CCH 
Dec. 775]. Characterizing dividends as gifts 
was ineffective in Lincoln National Bank v. 


August, 1946 e TAX ES—The Tax Magazine 














ISTRIBUTIONS OF EARNINGS AND PROFITS 


Burnett, CA of DC, 63 F. (2d) 131, [3 ustc 
{ 1030] and in Waggaman v. Helvering, CA 
of DC, 78 F. (2d) 721 [35-2 ustc J 9377], 
cert. den. 296 U. S. 618. Distributions in 
the form of insurance premiums insuring 
officers with the stockholders as beneficiaries 
were dividends. (Casper Ranger Const. Com- 
pany, 1 BTA 942 [CCH Dec. 345]; Jameson, 
BTA memo. (1942) [CCH Dec. 12,400-F]; 
1. TF. 2279 V-1. €, .B. 67,) 


Where debentures were subordinated to 
claims of creditors, and interest payments 
were not absolute, such payments were 
dividends and not interest. (Huisking & 
Company, 4 TC 595 [CCH Dec. 14,322]; 
Huisking Investments, Inc., TC memo. [CCH 
Dec. 14,331(M)]; Petit Anse Company, TC 
memo. (1944) [CCH Dec. 14,230(M) ], aff'd. 
CCA-5, May 9, 1946 [46-1 ustc { 9260]; 
Humko Company, TC memo. (1943) [CCH 
Dec. 13,642(M) ].) 


It is unnecessary actually to declare a 
dividend. If distribution is in the nature 
of a dividend, it will be taxed as such. 
(Commissioner v. Van Vorst, CCA-9, 59 F. 
(2d) 677 [3 ustc J 968].) 


The aforementioned cases for the most 
part deal with tax aspects from the point 
of view of the corporation’s seeking business 
expense deductions. They are presented for 
the purpose of showing various attempts at 
justifying deductions of distributions as ex- 
penses and thus minimizing tax to the 
corporation. 


Reorganizations 


From the point of view of the stockholder, 
is it possible to make distribution to him 
tax-free or in such manner as to make 
gain taxable as a gain from the exchange 
of property? Distribution may come about 
pursuant to a plan of reorganization, by 
cancellation or redemption of stock, by com- 
plete or partial liquidation of the corporation 
or by transfer of property from the corpo- 
ration to the stockholders at less than fair 
market value. The transaction may result 
in gain taxable as a dividend or as gain upon 
a sale or exchange. 


Corporate Distributions 





In Bazely v. Commissioner, CCA-3, Janu- 
ary 8, 1946 [46-1 ustc § 9135] (decision ad- 
hered to on reargument April 16, 1946), a 
stockholder sought to review the Commis- 
sioner’s determination of a deficiency result- 
ing from an attempted 112(g)(1)(D) and 
(b)(3) reorganization. Pursuant to the plan 
of reorganization old common stock was 
turned in to the corporation, and the stock- 
holder received new common stock and 
debenture bonds. By this means earned 
surplus was reduced to the extent of the 
value of the debenture bonds issued. The 
petitioner contended that there had been a 
bona fide reorganization in the nature of a 
recapitalization and that the amount was 
therefore tax-free under Section 112(b)(3), 
or that if there was no legitimate business 
purpose, the transaction was an exchange 
of stock and other property under Sec- 
tion 112(b)(2) and therefore taxable as 
capital gain under Sections 111(c)(1) and 
tiT7. 


Necessity of Business Purpose 


The Circuit Court recognized that literally 
there had been a recapitalization, but pointed 
out that mere compliance with the form of 
the Revenue Act does not give rise to a 
tax-free reorganization. There must be a 
business purpose. (Gregory v. Helvering, 293 
U. S. 465 [35-1 ustc J 9043].) Since the Tax 
Court had found no legitimate business pur- 
pose, and since the Circuit Court found 
substantial support for that finding, the Tax 
Court was affirmed. In upholding the deci- 
sion, the Circuit Court pointed out that there 
was no distinction between a case where a 
corporation pays cash for its outstanding 
stock and where it pays in the form of de- 
benture bonds (Doerschuck v. U. S., 274 F. 
739), and that if the facts show that the 
distribution was essentially equivalent to 
the distribution of a taxable dividend, Sec- 
tion 115(g) would apply. 


The Bazely case indicates the tests appli- 
cable to a 112(b), a 112(g), or a 115(g) 
case. The business purpose (motive) test 
must be applied to a 112 case, but the basic 
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criterion for a 115(g) case is the net effect 
of the distribution. 


The situation in Adams v. Commissioner, 
CCA-3, April 16, 1946 [46-2 ustc { 9238], 
was similar to that in the Bazely case. Again 
the Circuit Court sustained the Tax Court 
in its holding that there was no legitimate 
business purpose to bring the reorganization 
within the scope of Section 112 and that 
there was a taxable distribution under Sec- 
tion 115(g). The Circuit Court stated that 
even if the books do not show earnings and 
profits but do show capital, the court will 
look at the effect of the transaction to see 
whether in fact earnings and profits had 
been distributed. The Circuit Court stated: 

“If over the years since February 28, 1913, 
the corporation piled up earnings and, qua 
bookkeeping, imprisoned them in the capital 
account through the issuance of non-taxable 
stock dividends, a subsequent distribution 
in money or bonds of an amount not in 
excess of such accumulated earnings and 
profits can partake of the quality of a divi- 
dend distribution.” 


The court further pointed out that ac- 
counting concepts are not controlling— 
citing Commissioner v. Estate of Bedford, 
325 U. S. 283 [45-1 ustc J 9311]; Commis- 
sioner v. Wheeler, 324 U. S. 542 [45-1 ustc 
* $9235]; Helvering v. Gowran, 302 U. S. 238 
[37-2 ustc § 9571 }—and that to hold other- 
wise would permit by bookkeeping entries 
the use of Section 112 as a device for evasion 
of the tax required by Section 115. 


Long Case 


In Long, Jr. v. Commissioner, CCA-6, May 
11, 1946 [46-1 ustc J 9271], the Circuit Court 
concluded that, pursuant to Section 115 (a), 
(b) and (h), if the distribution of cap- 
italized earnings is for tax purposes a dis- 
tribution of earnings, it is the same regardless 
of who received the distribution. In the 
Long case the corporation, which had been 
organized in 1916, had declared and paid 
non-taxable stock dividends during the period 
from January, 1921,through June, 1924. In 1932 
by appropriate corporate action and amend- 
ment to its charter the corporation reduced 
the par value of its stock; in addition treas- 
ury stock was retired, and as a result a sub- 
stantial capital surplus account was created. 
The petitioner had become associated with 
the corporation in 1931 and by 1939 had 
acquired by purchase a substantial number 
of shares of common stock of the corporation. 


In 1939 resolutions were adopted by the 
corporation authorizing a distribution of $9.00 


per share and providing that earned surplus 
be appropriated and set aside for payment 
thereof, the amount in excess of earned sur- 
plus necessary to pay this dividend to be 
charged against and paid out of capital 
surplus. Stockholders were notified that 
$.4489 was paid out of earned surplus and 
$8.551 out of capital surplus. 


The petitioner contended that since he 
was not the original recipient of the stock 
dividend and had had no notice of the prior 
stock dividend, the distribution was a non- 
taxable return of capital to him; but the 
court held that the distribution was one out 
of earnings, regardless of who received it. 
Thus, the court examined the status of the 
accounts of the corporation before the dec- 
laration of the dividend and the accounts 
after its declaration and disregarded the 
bookkeeping and accounting methods. Since 
there were earnings and profits in the corpora- 
tion subsequent to 1913 prior to the payment 
of $9.00 per share to the stockholders, and 
since after this payment these earnings and 
profits were no longer with the corporation, 
the court held the distribution to be out of 
earnings and profits and taxable as dividends. 


Prior Cases Overruled 


In Kirschenbaum v. Commissioner, supra, 
the Circuit Court held that Commissioner v. 
Estate of Bedford had authoritatively over- 
ruled the doctrine that the distribution of 
accumulated earnings in the cancellation or 
redemption of shares can never be essen- 
tially equivalent to the payment of a divi- 
dend if the shares have originally been 
issued for a bona fide corporate purpose, 
i. e., for a purpose other than to evade 
taxation. In so doing the court expressly 
indicated that its own prior decisions (Com- 
missioner v. Quackenbos, 78 F. (2d) 156 
[35-2 ustc § 9442]; Kelly v. Commissioner, 
97 F. (2d) 915 [38-2 ustc J 9383]; Patty v. 
Helvering, 98 F. (2d) 717 [38-2 ustc J 9446]; 
De Nobili Cigar Company v. Commissioner, 
143 F. (2d) 436 [44-2 ustc J 9371]) and the 
rulings of the First Circuit (Commissioner v. 
Cordingley, 78 F. (2d) 118 [35-2 ustc 
7 9408]), of the Fifth Circuit (Malone v. 
Commissioner, 128 F. (2d) 967 [42-2 ustc 
7 9558]) and of the Seventh Circuit (Com- 
missioner v. Brown, 69 F. (2d) 602 [4 usrc 
7 1258]) had been overruled. 


The Kirschenbaum case highlights a further 
danger attendant upon transfer of stock to a 
corporation to be held as treasury stock 
where there are earnings and profits avail- 
able for distribution. The courts held the 


748 August, 1946 @ TAX ES—The Tax Magazine 


Ap| 


O 
held 
the 
Robi 
972 
v. Y 
USTC 
Uv. BE 
USTC 
appl 
chas 
but 
stoc 
paid 
or p 

F 
erty 
mar 
trib 
a di 
(a) 
Dec 
trea 
pric 
whe 
and 
tain 
that 
pric 
trib 
a di 
mis: 
{ 98 
Oil 
UST 


Dis 
ls 
be 








ee a Ss Sc‘ ié‘SMNMvChUC™é~;«3«< RD 





taxpayer taxable upon the full consideration 
paid to him by the corporation and not upon 
the difference between the cost to the tax- 
payer and the price paid by the corporation. 
In so doing the Circuit Court did not com- 
ment upon Parker v. U. S., CCA-7, 88 F. 
(2d) 907 [37-1 ustc § 9137], cited by the 
taxpayer, where the return of cost of stock 
was held not taxable income. Perhaps the 
distinction is that in the Parker case the tax- 
payer had no remaining interest in the cor- 
poration, whereas in the Kirschenbaum case 
the taxpayer continued his interest so that 
he could at a subsequent time recoup his 
cost. 


Application of Section 115(g) 


Other cases in which Section 115 (g) was 
held to apply, although the corporation held 
the reacquired stock as treasury stock, are 
Robinson v. Commissioner, CCA-5, 69 F. (2d) 
972 [4 ustc J 1263]; Fostoria Glass Company 
v. Yoke, DC W. Va., 45 F. Supp. 962 [42-2 
ustc $9616]. On the other hand, in For 
v. Harrison, CCA-7, 145 F. (2d) 521 [44-2 
ustc J 9512], Section 115 (g) was held in- 
applicable where the corporation had pur- 
chased stock and had held it in the treasury; 
but in that case the taxpayer had sold the 
stock for the same amount which he had 
paid for it, and therefore had had no gain 
or profit. 


Finally, if a corporation transfers prop- 
erty to its stockholder for less than fair 
market value, there may be in effect a dis- 
tribution of earnings and profits taxable as 
a dividend. (Regulation 111, Section 29, 22 
(a) 1.) In Strake Trust, 1 TC 1131 [CCH 
Dec. 13,196], the stockholders purchased 
treasury stock from the corporation at a 
price less than fair market value at a time 
when the corporation had earned surplus 
and undistributed profits. The court sus- 
tained the Commissioner’s determination 
that the difference between the purchase 
price and the fair market value was a dis- 
tribution of earnings and profits taxable as 
a dividend. (See also Timberlake v. Com- 
missioner, CCA-4, 132 F. (2d) 259 [42-2 ustc 
§ 9822]; Commissioner v. American Liberty 
Oil Company, CCA-5, 127 F. (2d) 262 [42-1 
ustc J 9385].) 


Distribution With Minimum Taxation 


How, therefore, can earnings or profits 
be distributed with minimum taxation to 
a stockholder? The taxpayer cannot have 
his cake and eat it too. If he wants to 


continue his interest in the business, remote 


Corporate Distributions 


is the likelihood of his receiving a distribu- 
tion of cash or other property at tax-free 
or taxable at capital gains rates where such 
distribution can possibly fall within the 
concept of earnings or profits indicated by 
Section 112 (c) (2) or Section 115 (a), (b), 
or (g). Even ifthe distribution comes about 
through a reorganization that satisfies the 
business purpose and continuity of interest 
requirements (see “Recapitalization,”’ by 
Paul Edgar Swartz, in the March, 1946 
issue of TAxes—The Tax Magazine), the 
taxpayer probably will not receive his dis- 
tribution other than as a dividend if such 
distribution contains earnings and profits. 
Just as under Section 115 (g) the court will 
look at the effect of the distribution, it may 
do so under Section 112 (c) (2), which 
specifically used the words, “has the effect 
of the distribution of a taxable dividend.” 
(See McCord, 31 BTA 342 [CCH Dec. 
8732]; J. Weingarten, Inc.,44 BTA 798 [CCH 
Dec. 11,867]; Knapp-Monarch Company, 1 
TC 59 [CCH Dec. 12,881], affrmed on other 
grounds CCA-8, 139 F. (2d) 863 [44-1 ustc 
§ 9151]; Rose v. Little Investment Company, 
CCA-5, 86 F. (2d) 50 [36-2 ustc J 9489]; 
Love v. Commissioner, CCA-3, 113 F. (2d) 
236 [40-2 ustc J 9548]; Campbell v. U. S., 
CCA-3, 114 F. (2d) 177 [44-2 usre J 9438].) 


Liquidation 


Complete or partial liquidation will be 
treated as a sale or exchange even tnough 
the distribution includes earnings or profits. 
The stockholder disposes of his property 
(stock) and receives the liquidating distribu- 
tion as the proceeds. (Holmby Corporation 
v. Commissioner, CCA-9, 83 F. (2d) 548 
[36-1 ustc 79259]; Rollestone Corporation, 
38 BTA 1093 [CCH Dec. 10,491]; Regula- 
tions 111, Section 29.115-5.) But if the partial 
liquidation affects all stockholders in pro- 
portion to their interests, and there are earn- 
ings and profits, there is grave danger that 
the distribution will be held to be a dividend 
under Section 115 (g). Such distribution 
made in good faith to some stockholders in 
partial liquidation of their holdings would 
probably not be held to be dividends. 


If a partial liquidation is intended, the 
stock should be cancelled or retired. (Len- 
card Corporation, 47 BTA 58 [CCH Dec. 
12,549].) But it is not necessary that there 
be an actual intent to have a partial liquida- 
tion in order that there may be such partial 
liquidation. If, in fact, a partial liquidation 
has occurred, the distribution will be tax- 
able under Section 115 (c). However, Sec- 
tion 115 (g) must be kept in mind; and if 
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the effect of the partial liquidation is a 
cancellation or redemption equivalent to the 
distribution of a taxable dividend, the Com- 
missioner will undoubtedly invoke that sec- 
tion. 


Redemption of Preferred Stock 


In Stern v. Harrison, CCA-7, 152 F. (2d) 
321 [46-1 ustc 7 9112], cert. den. April 22, 
1946, a corporation redeemed preferred 
stock owned by the plaintiff pursuant to 
a plan to redeem and retire one-half of the 
holdings of preferred stock of each preferred 
stockholder. The stock was retired and 
cancelled, and a certificate of reduction of 
capital was filed by the corporation. The 
District Court had held the gain taxable 
to the plaintiff under Section 117 (a) of the 
Revenue Act of 1936 at capital gains rates. 
The Circuit Court reversed and held the 
gain taxable under Section 115 (c) at 100 
per cent. 


It is true that the Revenue Act of 1942 
eliminated that portion of Section 115 (c) 
which had provided that distributions in par- 
tial liquidation should be taxable as short- 
term capital gains, and that Section 115 (c) 
as amended would indicate that such gains 


Such possibility is precluded, however, by 
Section 115 (g) if the distribution included 
earnings or profits. Accordingly, the only 
way to bring about a distribution whereby 
earnings and profits would be taxable at 
capital gain rates would be a complete 
liquidation. 


Conclusion 


The trend is clearly toward scrutinizing 
distributions very carefully to ascertain 
whether in fact there has been a distribution 
of earnings and profits. The courts will 
pierce the transaction to ascertain whether, 
before the distribution, there had been earn- 
ings and profits, either indicated clearly or 
hidden in some other account, and whether, 
after the transaction, the earnings and 
profits were no longer with the corporation. 
It matters not whether distribution pro rata 
among the shareholders other than in com- 
plete liquidation has been in cash or in other 
property. Nor does it matter whether there 
has been a reorganization or a partial liqui- 
dation. The court will ask the simple ques- 
tion, ‘What has been the effect of the plan?” 
If earnings and profits have in fact been 
distributed, they will be taxed to the re- 


could be taxable as long-term capital gains. 


cipient as such. [The End] 


— 


ROCHESTER, NEW YORK 


Improved collection of property taxes and higher returns from other major 
sources brought Rochester’s 1944 general revenue to a total of $26.7 million in 


1944, and 8.5 per cent increase over 1943. Half of the $2 million expansion 
stemmed from an intensive campaign to increase property tax collections, with 
emphasis on delinquent taxes and tax foreclosures. The city’s share of the state 
corporation income tax was $661,000 more than in 1943, reflecting larger state 
revenue from this source because of higher corporation earnings. State legisla- 
tion accounted for further increases in revenue from state aid. Aid received from 
the federal government under the Lanham Act was $70,000 more than in 1943, 
because of an expanded child care program. 


As a result of the decrease in expenditure from current revenue for debt 
service, total expenditure dropped markedly to $26.0 million, 6.9 per cent less 
than in 1943. Offsetting this decrease was a $689,000 rise in operation expense. 
The greatest single rise occurred in sanitation expenditure. Rochester is one of 
less than half of the thirty-seven cities with populations over 250,000 which 
finance their public schools as an integral part of the city corporation. School 
operation required $6.5 million, 35.5 per cent of total operation expenditure. 


The city’s gross debt amounted to $52.3 million, $4.8 million, or 8.4 per cent, 
below that of 1943.—Bureau of the Census, City Finances: 1944. June, 1946. 
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THE TAXATION OF 
KCONOMIC CONTROL 


By KALMAN A. GOLDRING 
Attorney of New York City 


NY PERSON who may exercise economic 
\ control of property in any manner by 
which he may obtain economic benefit, is 
taxable upon the economic benefit so ob- 
tained; and whenever there are no other 
means for measuring the money value or 
equivalent of such benefit, the income of the 
property is the measure of the benefit, with- 
out regard to the receipt and taxation of the 
income as income. 


The purpose of this article is to prove the 
truth of the above statement as a principle 
of the law of federal taxation and to apply 
its use to clarify some groups of cases, espe- 
cially the so-called “Clifford cases” and the 
so-called “family partnership cases.” The 
proper application of the principle stated 
not only does away with the conflicts to be 
found in these cases but establishes a prin- 
ciple of tax law generally applicable. 


Delimitation of Principle 


For the purpose of clarification, the terms 
which are used in the statement of the 
principle are hereby defined. “Person” 
means any taxable entity subject to taxation 
under the Internal Revenue Code. “Eco- 
nomic control” means control of the eco- 
nomic use of property and includes every 
use from the investment of moneys to the 
exercise of the voting power of stock. ‘Eco- 
nomic benefit” means every possible benefit, 
primary or secondary, direct or indirect, and 
includes such benefits as personal loans and 
the obtaining of corporate office through the 
control of property. 


Economic control may be either direct 
(personal) or indirect (through controlled 
persons), including not only direct legal 
control of the person who has direct con- 
trol of the property but also indirect control 
of such a person—as, for instance, economic 
or moral influence through kinship. 


Thus, whenever it can be shown that any 
person can exercise control of the use of 
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property, either directly through his own 
efforts or indirectly through his control— 
moral, legal, ethical or economic—of the 
person able to exercise direct control, and 
that such control may be used for the eco- 
nomic benefit of the person who can exer- 
cise such control, the benefits of this control 
are taxable to such controlling person. 


Argument 


The man who owns stock and receives the 
income therefrom, receives the benefit and 
is, therefore, taxable. The man who owns 
stock and directs where the income is to 
go, aS an assignment of dividends to pay a 
debt, is the “earner” under the old line of 
cases, as Lucas v. Earl (74 L. Ed. 731; 281 
U. S. 111 [2 ustc  496]), and is taxable 
thereon, even though he does not receive 
the direct income (Herbert A. Loeb, 5 TC 
1072 [CCH Dec. 14,844]). He is no “earner” 
and this is not earned income; but he is a 
controller of property for his own benefit, 
and that is the basis for the tax. The 
salient attributes of his position are that (1) 
he is not legally accountable to anyone for 
his action; (2) he is receiving direct benefit 
from the use of the property though he is 
not receiving the income; (3) the property 
is being used as he directs. Why, then, 
should there be any difference whether the 
controlled property is corpus of a trust, or 
an interest in a partnership, or title which is 
subject to a sale cointract or option, or any 
other legal or equitable incumbrance? 
There is no difference. The insertion of 
mystical legal fictions of title or illusory 
independent trustees should not alter the 
situation if the tests applied to the simple 
illustration can be met. 


To summarize, whenever there is a juxta- 
position of these elements: 

(1) No accountability. This is deemed to 
exist any time the quantum of accountability 
is such that a person is not judicially 
accountable for the action directly involved. 
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(2) Personal benefit, direct or indirect. 

(3) Economic control of property, directly 
or indirectly. Every person, who, singly or 
in combination with others, can direct the 
use of property has, ipso facto, such control. 


He who fits this description is taxable on 
the resultant benefits regardless of whether 
or not he receives the income. 


The tax is on the benefit and not the 
income because (1) the person being taxed 
does not always receive the income and (2) 
another recipient pays the tax on the income 
as such. The tax can and should be limited 
to the personal benefit received when the 
benefit is subject to evaluation. It is not 
often that the benefit can be evaluated at a 
sum of money other than the income. That 
possibility exists, and there is no foundation 
for any tax when such a valuation can be 
made at a sum less than the full income upon 
the difference between the valuation of the 
benefit and the income. Only in rare in- 
stances would the monetary value of the 
benefit exceed the income, but that should 
not alter the situation. 


This, then, is the general argument. To 
resolve conflicts, let us apply the principle 
and attempt to prove its actual existence in 
three fields of the tax law where it is gen- 
erally conceived that there is a conflict of 
decision. These fields are (1) the family 
trust, usually called the “Clifford case” prob- 


DATE TITLE 
2/26/40 Helvering v. Clifford 
3/ 7/40 Albert Penn . 
3/18/40 First National Bank . 
10/ 7/40 Irving J. Reuter ... es 
12/11/40 Elizabeth K. Lamont .. 
2/11/41 Archibald G. Bush 
4/29/41 Jessie W. Donohue 
3/17/41’ Hormel v. Helvering eae 
5/16/41 John R. McManus Trust .. 
6/ 6/41 = Ellsworth B. Buck .. 


7/26/41 + Frederick K. Barbour . 
8/ 1/41 Edna B. Elias 

8/ 4/41 Jones v. Norris . 

9/ 4/41 Antoinette K. Brown 

10/ 7/42 Antoinette K. Brown ..... 

10/17/41 + EllisH.Warren .. 

12/ 2/41 Herbert G. Goulder 
1/20/42 James A. Hogle.... 
1/27/42 Meyer Kaiz.... 

11/24/43 Meyer Kaiz..... 


2/14/42 Schoebkopf v. McGowan 
3/ 5/42 Robert C. Suhr 
3/12/42 Robert H. Cory 
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lem; (2) the family partnership, currently 
much in the forefront of tax discussion; and 
(3) employee stock option cases, where 
there is apparently a conflict in determining 
the date that income is to be computed. 
Before proceeding, one point should be made 
clear: tax saving is not a benefit standing 
alone; in no event is tax saving alone a 
taxable transaction. 


Family Trust Cases 


The following table analyzes the family 
trust cases along the above lines. The col- 
umns represent: I—accountability; II—tax- 
payer controlling trustee; III—personal 
benefit, without receipt of income; IV— 
taxability. 


The personal benefits found in these cases 
are designated as follows: 
(a) The short-term trust is combined 
with a reverter; 


(b) The trust corpus includes a portion 
of the taxpayers control of a business 
from which the taxpayer derives in- 
come or other benefit; 


The taxpayer has the right to alter 
the quantum of the beneficial in- 
terests; 

The taxpayer may or does use the 
trust corpus in his personal business; 


(Continued on Page 754) 
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(e) The trust has terminated or the tax- 
payer has other immediate right to 
income or corpus; 

The taxpayer has a reverter in him- 
self or his estate; 

The taxpayer possesses one or more 
of the above benefits by virtue of a 
cross trust or reciprocal trusts. 


Illustrative Cases 


Some of these cases call for more com- 
plete comment: 


Ellis H. Warren, 45 BTA 379 [CCH Dec. 
12,121], is a case where at the creation of 
the trust no personal benefit existed. The 
trust corpus upon creation was cash. Sub- 
sequently, however, the taxpayer sold to 
the trusts stock of a corporation of which 
he was one-third owner, an officer and direc- 
tor, a condition which existed during the 
year in question. Therefore, it would seem, 
and properly so, that each taxable year is 
to be examined separately and the necessary 
elements must be found to exist in each sep- 
arate year. 


In the case of Meyer Katz, 46 BTA 187 
[CCH Dec. 12,250], every element for tax- 
ation under the reasoning of the other cases 
was present. The taxpayer, however, before 
the creation of the trust, had entered into 
a long-term employment contract with the 
corporation whose stock became corpus. 
This contract secured the taxpayer’s position 
in the corporation and therefore removed the 
personal benefit which ordinarily would have 
flown from the controlled situation. For 
the years the contract existed, therefore, the 
benefits were from the contract and not 
from the control. A query, however, comes 
to mind—what would be the result if the 
contract were executed after the creation 
of the trust? Certainly it must be con- 
trary to the result in this case. But is the 
annual income the measure of the tax or 
the present commuted value of the whole 
contract? Under the rationale of this article, 
the present value of the whole contract could 
well be called one benefit and taxed in one 
year. This, of course, would be the meas- 
urement of the value of the benefit without 
regard to the annual income of the trust. 
Such a case has not yet been decided, but 
under the decisions this would be the log- 
ical result. 

In Leonard Marx, 47 BTA 204 [CCH Dec. 
12,576], the beneficiary of a trust was given 
the powers usually segregated to the con- 
trolling grantor. The result follows the 


logical pattern and the beneficiary is the 
taxpayer. 


In Mary Louise Bok, 132 F. (2d) 365 [42-2 
ustc § 9809], the trustees were persons 
whom the court could have found were con- 
trolled persons. But a lack both of actual 
control and of personal benefit were found. 
The apparent lack of control would not 
have been sufficient if personal benefit to 
the grantor had been found. 


Robert S. Bradley, 1 TC 566 [CCH Dec. 
12,966], follows the pattern of the Mary 
Louise Bok case, together with the express 
finding that the trustees acted independently. 
However, there is no personal benefit in the 
year involved. 


Florence S. Hyman, 1 TC 911 [CCH Dec. 
13,103], contributes a warning and an em- 
phasis to the doctrine herein asserted. The 
grantor was taxed on the personal benefit 
measured by the income, and a gift tax was 
sustained upon the transfer. 


In Lillian M. Newman, 1 TC 921 [CCH 
Dec. 13,102], the potentially controllable 
trustee (husband) had an interest in the 
trust (remainderman with power to revoke 
and testamentary power of appointment) 
which vitiated both the control and the tax. 


Murphy Shannon Armstrong, 1 TC 1008 
[CCH Dec. 13,135], reversed 143 F. (2d) 
700 [44-2 ustc J 9409], emphasizes the diffi- 
culty in delineating personal benefit. The 
taxpayer controlled a partnership by virtue 
of fifty per cent ownership and contract. 
He inherited an additional five per cent in- 
terest, which he placed in a trust found by 
both courts to be controlled. The Tax Court 
found that he controlled the partnership and 
the benefits that flowed therefrom by virtue 
of the additional five per cent; the Circuit 
Court, however, found that he controlled the 
partnership without the five per cent in trust. 
It is my opinion that the Tax Court might 
have been sustained if the other fifty per cent 
in interest had not been diversified as it was 
among many people but had been held by 
one other person. 


Charles F. Roeser, 2 TC 298 [CCH Dec. 
13,324], as far as the taxpayer’s income tax 
is concerned, follows the doctrines here ad- 
vocated. However, a gift tax was sustained 
upon the annual income distributed to the 
beneficiaries. To this extent I think the 
case is wrong; the beneficiaries should be 
subject only to income tax on the income. 
The beneficiaries were not before the court 
and the potentialities of two income taxes 
and a gift tax are left in the case. The gift 
tax does not belong in this case. 
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In George H. Whiteley, 2 TC 618 [CCH 
Dec 13,443], the grantor reserved the voting 
power in the stock in the corporation of 
which he was a controlling officer and direc- 
tor, but held corporate control without the 
trust stock and therefore derived no personal 
benefits in the year involved from the re- 
served power. 


Central National Bank, 141 F. (2d) 352 
[44-1 ustc § 9202], merely illustrates that 
a short-term trust is not to be treated differ- 
ently, and that where the elements herein 
set forth are lacking, the grantor is not 
taxable. 


J. O. Wheteley, 3 TC 1265 [CCH Dec. 
14,105], who owned only 12,000 of 300,000 
shares of the stock of the corporation in 
which he was interested, obviously received 
no personal benefit other than income from 
any of such stock and therefore no benefit 
from the stock transferred to a controlled 
trust. 


Dorothy K. Sunderland, 4 TC 88 [CCH 
Dec. 14,144], whose only connection with 
the trust was to receive the income for her 
minor child beneficiaries without being ac- 
countable therefor, was subject to tax be- 
cause of her ability to use such income 
personally. 


Joel E. Hall, 4 TC 60, 150 F. (2d) 304 
[45-2 ustc J 9361], illustrates the fact that 
where actual personal benefit exists, the 
question of accountability is not important, 
the two courts having differed on that point 
but still having reached the same conclusion. 


Edward E. Bishop, 4 TC 862 [CCH Dec. 
14,419], should be noted as again (in cross 
trusts) taxing the beneficiary, who satisfied 
the rules laid down herein, instead of the 
grantor, who did not. 


IVhayne v. Glenn, 59 Fed. Supp. 517 [45-1 
ustc § 10,190], involved three trusts of part- 
nership assets with controlled trustees. In 
two of the trusts there was no accountability 
and therefore there was a tax, while in the 
third there was accountability and no tax. 
The case emphasizes that there cannot be a 
personal benefit where there must be an 
accounting. 

George Beggs, 4 TC 1053 [CCH Dec. 
14,468], is a warning that where a trust 
instrument provides for accountability but 
the corpus is handled as though there were 
no trust, the accountability can be disre- 
garded also by the Treasury. 


Harry Edison, 148 F. (2d) 810 [45-2 ustc 
| 9274], illustrates that there can be personal 
benefit when only a small portion of the cor- 
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porate stock is involved if that stock repre- 
sents operating control of the corporation. 


Stanley J. Klein, 4 TC 1195 [CCH Dec. 
14,506], points out the necessity for a vested 
beneficiary. It emphasizes a long line of 
cases that illustrate change of beneficiary or 
allocation of income as a personal benefit. 


Donald S. Black, 5 TC 759 [CCH Dec. 
14,758], is one of the most interesting cases 
in point illustrating the present clumsy ap- 
proach to the problem. All the elements for 
taxation were present except that the 
grantor was a successor trustee, the original 
trustee having died. This should not have 
made any difference. However, the result 
should be the same as the grantor held his 
position in the corporation (a minor one) by 
virtue of seniority and not by virtue of voting 
power. Thus this case is in the same classi- 


fication as Meyer Katz, 46 BTA 189 [CCH 
Dec. 12,250]. 


Werner A. Wieboldt, 5 TC 946 [CCH Dec. 
14,793], is another illustration of the tax- 
ability of cross trusts to the beneficiary con- 
trolling. It is of interest that the beneficiary 
cross-grantors held only twenty-one per 
cent of the stock in the controlled corpora- 
tion but control was vested in the blood 
family of petitioner. 


The trust cases illustrate the truth of the 
doctrine herein advocated and the rules of 
its applicability. All three elements (no 
accountability, control of corpus, and per- 
sonal benefit) must be present to sustain 
taxation. They also illustrate one important 
correlation: where there is actual account- 
ability, in law or fact, there can be no 
personal benefit to the extent of such ac- 
countability. 


T. D. 5488 


Comes now the Commissioner of Internal 
Revenue to clarify the situation and issue a 
Regulation: Section 29:22 (2)-21 (T. D. 5488, 
1946-2-12210). 


The new provision, admittedly or boast- 
fully, to interpret the 1940 Supreme Court 
decision in Helvering v. Clifford, (309 U. S. 
331 [40-1 ustc J 9265]), is too lengthy to be 
included in full. It provides, however, as 
follows: 


“The provisions of this section accordingly 
resolve the present difficulties of application 
by defining and specifying those factors 
which demonstrate the retention by the 
grantor. of such complete control of the 
trust that he is taxable on the income there- 
from under section 22 (a) .. .” 
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‘... the income of a trust is attributable 
to the grantor... if— 


“(1) the corpus... will... return after 

. a short term of years... 
“(2) the beneficial enjoyment. . 
ject to a power of disposition... 


“(3) the corpus or the income therefrom 
is subject to administrative control, exer- 
cisable primarily for the benefit of the 
grantor .. .” 


. is sub- 


A short term of years is established arbi- 
trarily at (1) less than ten years or (2) less 
than fifteen years (except to a charitable 
donee) where the grantor or spouse has 
power, whether or not in trust, to control 
voting of the securities or investment of the 
corpus or to substitute investments of even 
equivalent value. The regulation in these 
provisions has completely disregarded all of 
the decisions in that (1) it attempts to 
vitiate a trust purely on the basis of forsee- 
able term; (2) it makes powers subject to 
taxation even when they are trust powers 
exercisable only for the benefit of the cestuis, 
contrary to any decision following the Clif- 
ford case; and (3) it makes an unreal dis- 
tinction as to charitable trusts, contrary to 
any of the Clifford case decisions involving 
such trusts. If trusts are to fail only because 
of the term for which they have been estab- 
lished, that is for Congressional action and 
not the Treasury. Congress has failed and 
refused to enact legislation destroying the 
tax validity of short term trusts per se. The 
term is important only in determining whether 
or not some such personal economic bene- 
fit exists. 


The provision that the power to determine 
or control beneficial enjoyment of income 
or corpus as a continuing power subjects the 
holder thereof to taxation, merely taxes one 
of the simplest of all personal benefits. 


When the Commissioner delineates the 
taxation of administrative control, he creates 
more problems than he solves. Says the 
Commissioner: 


“Income of a trust, whatever its duration, 
is taxable to the grantor where, under the 
terms of the trust or the circumstances at- 
tendant on its operation, administrative con- 
trol is exercisable primarily for the benefit 
of the grantor rather than the beneficiaries 
of the trust.” 


Such primary benefit exists (1) when the 
grantor can buy trust assets at less than 
adequate and full consideration in money or 
money’s worth; or (2) when the grantor can 
borrow from the trust; or (3) when the 
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grantor has borrowed and not repaid; or (4) 
when “any one of the following powers of 
administration over the trust corpus or in- 
come is exercisable by any person in a non- 
fiduciary capacity: a power to vote or direct 
the voting of stock or other securities, a 
power to control the investment of the trust 
funds either by directing investments or re- 
investments or by vetoing proposed invest- 
ments or reinvestments, and a power to 
reacquire the trust corpus by substituting 
other property, whether or not of equivalent 
value. 


“If a power is exercisable by a person as 
trustee, it is presumed that the power is 
exercisable in a fiduciary capacity primarily 
in the interests of the beneficiaries ... If a 
power is not exercisable by a person as trus- 
tee, it is presumed that the power is exer- 
cisable in a nonfiduciary capacity.” 


Either the regulation does not say what 
the Commissioner means or the Commis- 
sioner is admitting error in most of the 
Section 22 (a) trust cases he has won. 


Personally, I think these are weasel words 
and “presumed” does not create a “presump- 
tion”; “primarily for the benefit” remains a 
question of fact regardless of the rules laid 
down; and “fiduciary capacity” means “ac- 
countable.” Otherwise the Commissioner 
confesses that every case involving the so- 
called Clifford doctrine in which the grantor 
was trustee or controlled the power-exercis- 
ing trustees which the Commissioner has 
won, was wrongly decided. If this be so, the 
courts have been overruled and reversed by 
the Commissioner of Internal Revenue. 


A trust for sixteen years, with the grantor 
as trustee for his children, containing the 
broadest exculpation clause and no account- 
ability except for grand larceny, the corpus 
consisting of the controlling stock of a cor- 
poration of which the grantor is the presi- 
dent, a director and the guiding light, is now 
a perfect tax-saving device! The theory ex- 
pounded by this article based on the decisions 
is wrong therefore. If that is what the Com- 
missioner means, I confess error. 


However, if the regulation leaves open the 
problems of “fiduciary capacity” and “pri- 
mary benefit,” then it adds nothing to the 
law but is an attempt to remove all ques- 
tions of law, leaving merely questions of fact 
and Commissioner v. Dobson, 320 U. S. 489 
[44-1 ustc J 9108]. 


Note especially, also, the limitations of the 
new legislation: 


“'.. the provisions of this section do not 
affect the principles governing the taxability 
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of future income to the assignor thereof 
whether or not the assignment is by means 
of a trust. Nor, for example, do the provi- 
sions of this section affect the applicability 
of section 22 (a) to the creator of a family 
partnership.” 


In amending Section 29.161-1 of the Regu- 
lations and providing that if, “by virtue of 
the nature and purpose of the trust, the 
corpus or income therefrom remains attrib- 
utable to the grantor, these provisions do not 
apply,” the Commissioner attempts to elim- 
inate the double taxation of income from 
so-called Clifford trusts. This is a fair pro- 
vision if the income taxed under Section 
22 (a) is taxed as income and not as a 
measure of a benefit obtained by control of 
the trust. 


However, the income then is annually 
subject to a gift tax, and the corpus may be 
subject to both gift and estate taxes. Fur- 
thermore, the statute of limitations may 
reduce some of the benefits of this provi- 
sion. These are merely minor shortcomings 
in a work of magnitude. The Commissioner 
is attempting, in this regard, fairness and 
consistency. 


General Problem of the 
Family Partnership 


The family partnership problem is one 
which has given rise to much litigation. 
Comparatively few of the decisions rely on 
Helvering v. Clifford, 309 U. S. 331 [40-1 ustc 
§ 9265]. The problem is much overrated. In 
a real partnership, each member must be 
able to make an income-producing contribu- 
tion. Only cases involving the contribution 
of property as an income-producing factor 
have any part in this discussion. 


Basically these cases break up into two 
groups: (1) those originating in a purported 
gift; and (2) those involving operational 
control. The delineation on a factual basis 
is never sharp, but an arbitary separation 
has been made by assigning to the second 
group the decisions citing the Clifford case. 


It is ancient common law that to make a 
gift there must be a donor, donee, subject 
matter, intent and transfer. In all of these 
cases we may assume the complete and 
competent existence of donor, donee, subject 
matter and intent. The major problem arises 
around the question of the existence of a 
transfer. A transfer exists when the donor 
has placed in the donee such economic con- 
trol of the subject matter that the donor can 
no longer obtain any personal benefit from 
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any residuary control. Where there is re- 
siduary control, without more, we can fairly 
assume a potential personal benefit. How- 
ever, when the transfer is so far completed 
that the donor is legally accountable to the 
donee for his actions in exercising the re- 
siduary control so that no personal benefit 
can be retained, the transfer is completed. 
The case of Justin Potter, 47 BTA 607 [CCH 
Dec. 12,822], wherein a father transferred an 
interest in a business to minor children and 
operated the business as a partnership under 
his position as natural guardian, is a fine 
illustration. There are no exculpatory clauses 
in the law to relieve a natural guardian from 
the highest fidelity of a trustee to his cestui, 
and properly the partnership was sustained. 


Cases Involving Operational Control 


The cases involving operational control 
present a slightly different picture. We can 
assume a complete gift under the common 
law and the doctrine herein enunciated, but 
by virtue of the partnership agreements the 
elements of economic control for the per- 
sonal benefit of the active manager of the 
business are altered or liberalized. 


The following table (page 758) is illus- 
trative of this group of cases: 


Two outstanding potential personal bene- 
fits appear: (1) absolute management of the 
business and (2) absolute control of the 
salary of the managing partner. Where there 
is accountability, there can be no personal 
benefit and therefore no tax, and vice versa. 


In Robert P. Scherer,3 TC 776 [CCH Dec. 
13,914], the taxpayer gave away a five-sixths 
interest in his business, one-sixth outright to 
his wife and four-sixths to her in trust for 
their children. He absolutely controlled the 
business, which was based on patents he 
owned. However, the partnership agreement 
required that he account for his actions. No 
taxation resulted. 


In Camiel Thorrez, 5 TC 60 [CCH Dec. 
14,560], however, the partnership agreement 
provided that the “parties hereto, having at 
the present time the control and management 
of said partnership, shall retain such con- 
trol and management” without being ac- 
countable for their actions. Taxation natu- 
rally followed. 


Beasley v. Allen, 61 Fed. Supp. 929 [45-2 
ustc {J 9396], is a fine illustration. A father, 
who could obtain credit, borrowed money 
to buy a business under a contract acknowl- 
edging the ownership of a one-third interest 
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ACCOUNT- 


DATE 
8/21/45 
6/25/43 
4/24/45 
3/ 3/44 
3/29/44 
4/11/45 
5/ 8/44 
5/10/44 
5/10/44 
5/16/45 
5/21/45 
5/22/45 
5/22/45 
7/19/45 
7/19/45 
8/16/45 
9/18/45 
9/25/45 


NAME 


Justin Potter 

Francis Doll 

Francis Doll ... 
Francis E. Tower. 

A. L. Lusthaws..... 
A. 1. Lesthaws...... 
O. William Lowry 
Robert P. Scherer 

J. D. Johnson, Jr 

Carl P. Munter 
Camiel Thorrez 

Davis B. Thornton 
Jacob DeKorse 
Commissioner v. Bradshaw... 
Commissioner v. Grant 
Beazley v. Alien . 
Leonard W. Greenberg 
Commissioner v. Wise 





each in his wife and son. The father con- 
trolled the business although the son oper- 
ated it, and the whole transaction was solely 
in the father’s name. As a legal matter, 
under the contract the father was account- 
able to the son and wife for his actions and 
therefore could obtain no personal benefit 
and was not taxable. 


Employee Stock Options 


There are two aspects of the employee 
stock option situations that bring the doc- 
trine herein enunciated into play. The first 
is in the determination of the question of 
whether the option results in compensation 
or a bargain purchase. The second is in the 
determination of time when the compensa- 
tion represented by the purchase is taxable 
or received. 

Where the employee has the right to ac- 
quire and exercise the full economic control 
of the stock for his own benefit regardless 
of his employment, it has been generally held 
that there is no compensation but a real 
sale, albeit a bargain sale. But where the 
employer limits the employee’s personal eco- 
nomic control or the personal benefit which 
might otherwise normally flow from such 
control so that the employee must remain 
in the employment to obtain any personal 
benefit, the bargain has usually been held to 
be compensation. 


In Rose v. Trust Company of Georgia, 28 F. 
(2d) 767 [1 ustc § 331], the taxpayer entered 
into a binding contract to purchase the stock 
without regard to his employment. As there 
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POTENTIAL 
PERSONAL BENEFIT 


Absolute Management 
Absolute Management 
Absolute Management 
Absolute Management 
Absolute Management 
Absolute Management 
Personal Salary 
Absolute Management 
None 

Personal Salaries 
Absolute Management 
None 

Absolute Management 
Absolute Management 
Absolute Management 
Absolute Management 
Draw on wife’s acct. 
Controlled Salary 


CONTROL 


Yes 
Yes 
Yes 
Yes 
Yes 
Yes 
Yes 
Yes 
Yes 
Yes 
Yes 
No 

Yes 
Yes 
Yes 
Yes 
Yes 
Yes 


ABLE 
Yes 
No 
No 
No 
No 
No 
No 
Yes 
No 
No 
No 
Yes 
No 
No 
No 
Yes 
No 
No 


No 


Yes 


Yes 
Yes 


No 

Yes 
Yes 
No 

Yes 
Yes 
Yes 
No 

Yes 
Yes 





were no restrictions on his economic control 
of the stock for his personal benefit, it was 
held not to be compensation. 


In Rodrigues v. Edwards, 40 F 
ustc 512], the employee was required to 
buy stock which was to remain in the con- 
trol of a trustee and not subject to sale until 
he completed his employment. Thus the 
economic control of the property was in the 
employer and the bargain represented com- 
pensation. 


In Durkee v. Welch, 49 F. (2d) 339 [2 usre 
7 695], the employee purchasing stock under 
an installment sale contract had the same 
economic control of the stock for his own 
benefit at all times as is customarily to be 
found in installment purchasers, and no com- 
pensation resulted. 


. (2d) 408 [2 


In Omaha National Bank v. Commissioner, 
75 F. (2d) 434 [35-1 ustc § 9140], we have 
another case of installment purchase with 
the usual rights of an installment purchaser 
and no compensation. 


In Commissioner v. John H. Smith, 324 
U. S. 177, 89 L. Ed. 569 [45-1 ustc J 9187], 
the employee was given an outright option 
to purchase stock, but it was not exercisable 
until the employer should in turn receive the 
stock which depended upon services to be 
performed by both employer and employee. 
Thus the economic control of the stock was 
suspended for a period relating to employ- 
ment, and compensation resulted. 


The second problem, namely, at what time 
is compensation received, is as easily answer- 
able. Compensation is received at the times 
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and to the extent that the employee’s eco- 
nomic control for his own benefit is measure- 
able in terms of money or its equivalent. As 
there are no exceptions, it is useless to set 
up the cases ina table. Some of them, how- 
ever, are worthy of a short note. 


In Schaefer v. Bowers, 50 F. (2d) 689 [1931 
CCH J 9461], the stock was not deliverable 
for five years, and until that time there was 
no certainty that the employee was even to 
receive any stock. Held: the compensation 
was received when the stock was delivered. 


In Ralph H. Jackson, 40 BTA 1094 [CCH 
Dec. 10,922], the stock was put in trust for 
the employees under a time purchase plan, 
but the employees had to remain in the em- 
ployment to receive the stock. Held: the 
compensation was received when the stock 
was finally distributed. 


In Commissioner v. John H. Smith, on mo- 
tion for rehearing, 89 L. Ed. 892, it was held 
that the compensation was received in the 
year that the stock was received. 


Miscellaneous Situations 


There are many other tax situations 
wherein the doctrine herein set forth solves 
or helps to solve the whole or a portion 
of the problem, ranging from attempts to 
assign income to the suspension of the en- 
joyment of a gift until at or after death. 


In Helvering v. Horst, 311 U. S. 112, 85 
L. Ed. 75 [40-2 ustc § 9787], the donor 
made a present of interest coupons detached 
from bonds. The court pointed out that the 
economic control of the income-producing 
property remained in the taxpayer and a 
personal benefit resulted in the satisfaction 
(of a donor) obtainable only through the 
expenditure of money. Here again, had there 
been no personal benefit, there would have 
been nothing to tax; and had the taxpayer 
surrendered economic control, the personal 
benefit would not have been taxable. 


In David M. Heyman, 44 BTA 1009 [CCH 
Dec. 12,005], it was aptly pointed out that 
“the possession of the power is determina- 
tive, not the fortuitous manner of its use.” 


In Guaranty Trust Company v. U. S., 44 
Fed. Supp. 417 [42-1 ustc J 9406], affirmed 
139 F. (2d) 69 [43-2 ustc § 9669], the eco- 
nomic control free of accountability rested 
in the taxpayer although the income was re- 
ceived by another and the taxpayer was 
charged with the tax. 


In Estate of J. G. Dodson, 1 TC 416 [CCH 
Dec. 12,926], the decedent owned a formula 
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and trade-mark, which he licensed to a cor- 
poration. He assigned a one-half interest 
in the contract to his wife, retaining title to 
the formula and trade-mark. It is easy to 
see that the economic control of the income- 
producing property remained in the decedent, 
who was naturally taxed on the whole in- 
come. While the court treats this as an 
assignment of income case, it has all of the 
earmarks of a transfer of property except 
for the elements of economic control. 


In Mahaffey v. Helvering, 140 F. (2d) 879 
[44-1 ustc § 9209], the taxpayer created a 
legal life estate of income of preferred stock 
in his non-dependent mother. The court 
holds that he received no personal economic 
gain or benefit and therefore he was not tax- 
able. It is obvious that he retained economic 
control. In Helvering v. Horst, supra, control 
and benefit coincide; in this case they ap- 
parently do not. The real difference between 
the cases is that in the Horst case there is no 
real reduction of economic control, merely 
the disposal of one year’s income with the 
bonds, a continuing liability of the issuer, 
not reduced in power; while here there is a 
real loss of economic control by virtue of 
the disposal for a life of the only benefit of 
the preferred stock, which is a non-voting 
capital interest in the issuer. There is the 


same amount of personal benefit in each 
case. 


In the Estate of William F. Hofford, 4 TC 
542 [CCH Dec. 14,305] and 790 [CCH Dec. 
14,396], the decedent, while the owner of all 
of the stock.of a corporation, entered into 
an employment contract with the corpora- 
tion for the rest of his life at a stated salary 
and on the same day transferred the stock 
in trust for his children. It was held that 
the transfers were not to take effect until 
at or after his death as there was no personal 
benefit from the stock placed in trust. Once 
again, economic control without personal 
benefit does not lead to taxation. One inter- 
esting point arises, however: a person who 
has economic control for his personal benefit 
of property which he himself has transferred 
has created a transfer to take effect in enjoy- 
ment at or after death and subjected the 
property, already subject to a gift tax, to an 
estate tax. The result is two income taxes, 
one gift tax and one estate tax. 


In the case of Ralph R. Anderson, 5 TC 443 
[CCH Dec. 14,678], the petitioner, a cor- 
porate officer, before declaration of divi- 
dends, transferred stock to members of his 
family, borrowed back the amount of the 
dividends and subsequently re-acquired the 
stock for unsecured notes, which were exe- 
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cuted but not delivered. As a legal matter, 
the petitioners divested themselves of both 
economic control and personal benefit; but 
as a factual matter, the taxpayer was exercis- 
ing economic control for his personal benefit. 


The case is inserted to illustrate one point. 
The doctrine stated herein is not merely a 
legal theory subject to the usual holes of 
clever arrangers of affairs, but a theory ap- 
plicable to factual situations. Where the 
facts show the existence of economic control 
for a personal benefit, taxation results re- 
gardless of the involvements of common-law 
titles or the smooth draftsmanship of alert 
practitioners. Thus, where, for instance, in 
law there is accountability, but in fact there 
is none, the facts are conclusive. 


To the same effect is Herbert A. Loeb, 5 TC 
1072 [CCH Dec. 14,844], where after putting 


liens on stocks to take care of all of his 
indebtedness, the taxpayer surrendered his 
control to trustees who had to use the income 
to pay the grantor’s debts. The economic 
control had been so exercised before the 
transfer that the personal benefit continued 
to flow after the surrender of control and 
the benefits were appropriately taxed. 


Conclusion 


The thesis statement which opens this 
article has been shown to be true as to the 
trust cases and equally applicable to the 
family partnership cases. The principle, as 
a canon of tax law, can clarify the thinking 
of practitioners, courts and the Bureau, and 
can be used to create some uniformity of 
practice and decision. 


[The End] 





MARYLAND SCHOOL FOR ASSESSORS 


A five day school for Maryland 
assessing officers, sponsored jointly by 
the Maryland Supervisors and Asses- 
sors Association, the National Associa- 
tion of Assessing Officers, the State 
Tax Commission of Maryland, the State 
Department of Education and the Uni- 
Maryland, was held July 


The course was con- 


versity of 
8-12 inclusive. 
ducted on the campus of the University 
of Maryland, 


The schedule for the conference in- 
cluded sessions on the assessor’s place 
in the government. His powers, duties 


and limitations; his administrative 
office; his standards and qualifications 
and his professional ethics were dis- 
cussed. The institute also covered the 
structure of the government from the 
standpoint of assessments and finance. 
The class meetings consisted of lec- 
tures, discussions and actual classroom 
demonstrations of the solutions to 


technical assessment problems. 


The staff for the school consisted of 
Aldro Jenks, city 
Connecticut; 


assessor of 
Hall Ham- 


tax 


Waterbury, 


mond, Attorney General of 
Maryland; Richard W. Case, lecturer 
on Federal University of 
Maryland School of Law, and a mem- 
ber of the State Commission 6n Distri- 
bution of State Revenue; Albert W. 
Ward, secretary of the State Tax Com- 
mission of Maryland; William F. Con- 


nelly, 


Deputy 


Taxation, 


Tax Commissioner of Bristol, 
Connecticut, and professor of taxation 
at New York University; Somerville 
Nicholson, Supervisor of Assessments 
for Allegany County, Maryland, and 
vice-president of the National Associa- 
Albert W. 


Noonan, executive director of the Na- 


tion of Assessing Officers; 


tional Association of Assessing Officers; 
John F. St. George, assessor and mem- 





ber of Tax Certiorary and Settlement 
New York City; Glen D. 
Brown, head of the Department of In- 


Board of 


dustrial Education, University of Mary- 
Adult 
Pullen, Jr., 


Schools of 


land and State Supervisor of 
Thomas G. 


Superintendent of 


Education. 
State 
Maryland, gave the opening address 
and H. C. Byrd, president of the Uni- 
versity of 


Maryland, presented the 


“diplomas” at the closing exercise, 


| 
| 
} 
| 
| 
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Federal ‘Tax Liens on Exempt Property 


By MONTAGUE ROSENBERG 
Attorney and Tax Consultant of Miami Beach, Florida 


rTMHAT the Supreme Court ultimately 

must decide how far federal tax liens 
may invade state concepts of homestead 
and entireties exemptions is a foregone 
conclusion. 


The recent decision of Bigley v. Jones 
(DC Okla. January 17, 1946) [46-1 ustc 
{ 9161], holding that under Oklahoma law, 
which gives a wife a vested interest in 
homestead property, her interest may not 
be subjected to federal taxes due by her 
husband, emphasizes the need for uniformity 
of decision. The court points out that 
although the Fifth Circuit decisions favor 
the government, those of the Tenth Cir- 
cuit favor the homestead claimant. 


The only decision offering any rational 
basis for declining to recognize a valid state 
constitutional homestead exemption, is that 
of a state court of Texas, Staley v. Vaughn, 
50 S. W. (2) 907, wherein the court said: 
“If the State of Texas can by its Constitu- 
tion and Laws exempt the homestead of 
the citizens from the income tax lien 
created by Congress against delinquent 
income taxpayers, we see no reason why 
it could not, by amendment, exempt all the 
property of its citizens from such lien and 
thereby protect its citizens from the forced 
payment of income taxes. If Texas has this 
authority, all the states of the Union have 
the same power and could effectually defeat 
the government in the collection of income 
taxes.” (Italics supplied.) The answer to 
this is that no state has attempted to ex- 
empt all property. Congress has enacted 
no legislation specifically subjecting state 
homesteads; and presumably the federal 
government has equally with the state an 
interest in the mnon-pauperizing of its 
families, which is the usual purpose of state 
homestead exemption. 

The United States Supreme Court, in Poe 
v. Seaborn, 282 U. S. 101, 51 S. Ct. 58 [2 
ustc J 611], has refused to invade state 
concepts of community property. The 
Court stated: “. differences of state 
law, which may bring a person within or 
without the category designated by Con- 
gress as taxable, may not be read into the 


Federal Tax Liens 


Revenue Act to spell out a lack of uni- 
formity.” 


In Rothensies v. Ullman [40-1 ustc { 9308, 
39-1 ustc § 9333], the Third Circuit held 
that a joint bank account, being an estate 
by the entireties, under Pennsylvania law 
was free from distraint for taxes of the 
husband alone. “The interest of either 
spouse in an estate by the entireties is 
beyond the reach of creditors in Pennsyl- 
vania, because of its inherent nature— 
because there is no title or ownership in 
either spouse but only in the marital unit, 
a distinct legal entirety.” 


In Michigan federal courts it has been 
held that a lien for taxes of the husband 
alone may not be levied against an estate 
by the entireties. (U. S. v. Nathanson, 60 
Fed. Supp. 193 [45-1 ustc J 9194]; Shaw v. 
Commissioner [39-1 ustc J 9463], citing Poe 
v. Seaborn, supra.) 


As to estate tax, it was held in Detroit 
Bank v. U. S., 317 U. S. 329 [43-1 uste 
{ 9224], that the decedent’s interest is sub- 
ject to the tax; but this is so because of 
an express enactment of Congress. 


In Driver v. Hooper [42-2 ustc J 9687], a 
District Court held that no lien may be 
asserted for the husband’s taxes after a 
valid gift to the wife. 


The government has no lien on partner- 
ship assets, but only to the extent of an 
individual’s interest in the partnership sur- 
plus, if any, after debts. (Kaufman v. U. S., 
267 U. S. 408 [1 ustc J 116].) 


The taxpayer’s interest in a spendthrift 
trust has been subjected in U. S. v. Canfield, 
29 Fed. Supp. 734 [39-2 ustc { 9641] and 
on appeal in U. S. v. Dallas National Bank, 
152 F. (2d) 582 [46-1 ustc 7 9117], and in 
Mercantile Trust v. Hofferbert, (2nd) 58 Fed. 
Supp. 701 [45-1 ustc J 9124]. 

And in Jamison v. Geers [35-1 ustc 
7 9319], without citing authorities, the Dis- 


trict Court held an Oklahoma homestead 
subject to a federal tax lien. 


In Shambaugh v. Scofield, 132 F. (2d) 345 
[42-2 ustc {§ 9826], the Fifth Circuit im- 
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posed taxes on a Texas homestead, citing 
Staley v. Vaughn, supra, Texas decisions, 
and U. S. v. City of Greenville, 118 F. (2d) 
963 [41-1 ustc 9381], holding that the 
federal government has a lien equivalent to 
state taxing authorities and its lien may not 
be divested by subsequent state levy or 
assessment. In the Shambaugh case the 
tax was owed by both spouses and no real 
authority for subjecting homesteads is cited. 

In Kieferdorf v. Commissioner, 142 F. (2d) 
723 [44-1 ustc § 9323], insurance proceeds 
in a spouse’s hands may be pursued, but 
this is because of an express Act of Con- 
gress taxing transferees; and it is so held 
despite a California state exemption. 


A case of considerable value, although 
decided on another point, is the decision 
of Judge Strum, who wrote the opinion for 
the Fifth Circuit in Shambaugh v. Scofield, 
supra. In the instant case, Bechtol v. Larson, 
a District Court opinion rendered in 1939 
[39-2 ustc § 9718], Judge Strum enjoined 
the Collector from proceeding against the 
wife’s property, including her homestead 
property. This decision was prior to the 
Congressional action making the wife liable 
after a joint return. In discussing the im- 
munity of her separate property from the 
tax lien, the court had the following to say: 


“The effect of the deficiency assessment 
and consequent levy was to charge Mrs. 
3echtol’s separate statutory (and home- 
stead) estate with the payment of her hus- 
band’s alleged tax indebtedness which the 
Courts squarely and uniformly hold can- 
not be done prior to the year 1938. It was 
a mere effort to subject the property of a 
legal stranger, Mrs. Bechtol, to the payment 
of Mr. Bechtol’s tax liability, which has 
long been held to be wholly unauthorized, 
and without effect. Long v. Rasmussen, 281 
Fed. 236; Hubbard v. Brast, 59 Fed. (2d) 
709 [1932 CCH { 9366]; Lion [Coal] Co. vw. 
Anderson, 62 Fed. (2) 325 [1932 CCH 
7 9583]. . In attempting to enforce an 
asserted liability against Mrs. Bechtol’s 
property in the circumstances here pre- 
sented, the Collector becomes a mere tres- 
passer, and this is a suit to restrain that 
trespass,—not to restrain the assessment 
or collection of a tax as contemplated by 
Section 3224. As Mrs. Bechtol clearly owes 
no tax, and none is asserted against her 
individually, ‘the reasons underlying Sec- 
tion 3224 apply, if at all, with little force’ 
—as was said in the Standard Nut Margarine 
case. 


“The mere fact that the defendant Col- 
lector asserts his authority under the guise 
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of a taxing statute is not alone a sufficient 
basis for invoking the bar of Section 3224. 
Lucas v. Owensboro, 18 Fed. (2) 798 [1 ustc 
§ 228]; Trinacia v. Clarke, 34 Fed. (2) 325 
[1 ustc 9422]. Cf. Rickert Rice Mills v. 
Fontenot [36-1 ustc J 9006]. , 


“As Mrs. Bechtol owes no tax, and as 
the assessment against her is wholly un- 
authorized by law, there is no occasion for 
her to either release her property by bond, 
or to pay the asserted imposition and sue 
at law to recover it back. Those courses 
apply only when a tax is due or lawfully 
asserted. 


“In the circumstances here presented, the 
language of the Fifth Circuit in the Standard 
Nut Margarine case, 49 Fed. (2) 79 [1931 
CCH 9322], text 85 (affirmed in 284 U. S. 
498, 76 L. Ed. 422 [3 ustc ] 878], is quite 
apt: ‘We think it would be a manifest per- 
version of the statute in question (Section 
3224, Revenue Statutes) to permit it to be 
made the means of enabling a tax official 
to obtain exemption from being restrained 
from enforcing an exaction which no legis- 
lation purports to provide for, and which 
in suits to which that official (Collector) 
or his official representative was a party, 
have been judicially determined not to be 
authorized by law.’ That is precisely the 
case here presented. 


“The circumstances here giving rise to 
equity jurisdiction are that the Collector, in 
his effort to enforce the unauthorized and 
void assessment, is a mere trespasser; that 
the seizure was excessive; that substantially 
all of the property of Mr. and Mrs. Bechtol 
was seized and appropriated so that they 
were wholly unable to give any bond for 
release, even if they desired to do so; that 
the stocks seized have greatly depreciated 
since their seizure, and are continuing to 
depreciate; that the income which was the 
basis of the deficiency assessment ad- 
mittedly was Mr. Bechtol’s and not that 
of the plaintiff; and that the property seized 
is the property of the plaintiff herein, and 
not that of her husband.” 


Although there is no particular encourage- 
ment in any of the federal decisions other 
than those holding entireties properties to 
be exempt as to the interest of the non- 
owing spouse, in the light of the Bigley case 
and when it is perceived that under a perti- 
nent constitutional homestead law it is 
really a third person’s interest (i. e., the 
family unit’s) there is no warrant in the 
present decisions for impairing the family 
security extended by state homestead ex- 
emptions. [The End] 
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TAX ACCOUNTING 
for Bank Agency Accounts 


By H. ARNOLD STRANGMAN 
Tax Accountant of Los Angeles, California 


AJ HEN AN INVESTOR opens a cus- 
todian or agency account for the man- 
agement of his investment portfolio, the 
bank will assume full responsibility for safe- 
keeping, and the securities will be protected 
against fire, theft, etc., in the bank vaults. 
In addition, much of the detail involved in 
the administration of securities will be per- 
formed by the bank, such as clipping 
coupons when due, receiving dividends, 
preparing ownership certificates, handling 
redemptions, etc. The income that is col- 
lected will be distributed each month. The 
investor may, at his option, either delegate 
authority to the bank to assume full re- 
sponsibility for the sale of securities in the 
account from time to time and the purchase 
of securities to replace them, or retain this 
responsibility for himself. In the latter 
event, the proceeds from sale of securities 
will be retained by the bank in “principal 
cash” pending receipt of instructions as to 
the purchase of other securities, or distribu- 
tion of the cash to the owner. 


It is customary for the bank to furnish 
quarterly statements covering all transac- 
tions—income and principal. 


It will be noted that the chief function of 
the bank is to collect, account for, and 
distribute cash: it is not concerned, nor re- 
sponsible for, the determination of profits 
realized or losses sustained when securities 
are sold; in fact, the bank will as a rule set 
up the original securities in the account at 
par value regardless of actual cost to the 
owner. 


Accounting Problems 


Despite all of the foregoing functions 
performed by the bank, it is readily appar- 
ent that the owner, or his tax accountant, 
is confronted with many problems, not only 
in relation to recording transactions in the 
accounting records, but also in regard to 
income tax. No doubt this fact frequently 
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will come as a surprise to the investor, who, 
probably, is under the impression that the 
bank will take care of everything. Some 
of these problems will now be considered. 


When securities are sold, the owner will 
usually receive a copy of the confirmation 
from the broker, from which the net sales 
price after commission, tax, etc., have been 
deducted, is available. In many cases, how- 
ever, the bank will handle transactions 
through its correspondent bank in New 
York, and there will be additional expenses 
for postage, insurance, bank service charge, 
etc. The actual “net proceeds,” therefore, 
may not be definitely known until a week 
or ten days after the sale has been made. 
As already noted, the bank will hold the net 
proceeds in principal cash until instructions 
for disposal are received from the owner. 
Transactions should be recorded on the 
owner’s books as soon as definite figures 
are available; very few owners indeed, if 
any, would wish to wait until they receive 
the quarterly statement from the bank be- 
fore recording transactions on: the books. 
The following “cash received” entry, in 
journal form, is suggested where a profit 
has been realized: 


Cash Dr. 
Bonds/Stocks (Cost) Cr. 
Profit Cr. 


A journal entry would be necessary to 
record a loss on sale of securities: 


Cash Dr. 
Loss Dr. 
Bonds/Stocks (Cost) Cr. 
The complementary entry on the check rec- 
ord, in journal form, would be as follows: 
Agency Account 
(Principal Cash) Dr. 
Cash Cr. 


When securities are purchased by the bank 
with funds held in principal cash, the trans- 
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action should be recorded as shown in the 
following journal entry: 


Bonds/Stocks (Cost) Dr. 
Agency Account 
(Principal Cash) Cr. 


The owner’s records are now complete: they 
reflect the balance, if any, in principal cash; 
they show the profit or loss on the securities 
sold. Also, the subsidiary records for bonds 
and stocks will be up to date as to securities 
actually in the agency account. 


Income 


Now, as regards income. Commencing 
with the actual date the account was opened, 
the bank will distribute each month the in- 
come from bond interest, dividends, etc., 
which it has collected upon the securities 
in the account. Upon receipt of the check, 
however, it is necessary to ascertain from 
the bank the items comprising it. Fre- 
quently, there will be items which are due 
on dates up to and including the date of 
distribution, but which have not been re- 
ceived by the bank in time to be included 
in the check. A note of any such items 
should be made to see that they are properly 


included in the distribution check for the 
following month. Then there may be de- 
ductions made by the bank for sundry items 
in connection with the account, such as the 
quarterly fee, taxes on solvent credits, etc. 
Here again, the quarterly statement cannot 
be waited for in order to complete the rec- 
ords, and it is necessary to obtain the break- 
down of the check from the bank. In this 
connection, it is recommended that each 
month a list of all items that should be 
included in the check be prepared. The 
bond interest can be listed from the ac- 
counting records; dividend payments should 
be secured from an independent source, such 
as a broker, for details as to date paid, 
amount per share, etc. 


As regards deductions that are made from 
distribution checks, it is suggested that the 
full amount of bond interest, dividends, etc., 
be recorded as income on the books; items 
of expense deductions should be recorded 
separately, being charged to appropriate 
expense accounts in the owner’s general 
ledger. In this way a complete record is 
maintained. The following example shows 
how this may be handled: Amount of in- 
come distribution (net) $4,900.00 as follows: 





Bond Interest 
Dividends 


LESS—Quarterly Fee 


$3,000.00 


2,000.00 $5,000.00 


100.00 


$4,900.00 


The following journal entry would reflect the proper entries on the records: 


Agency Fee 
Bond Interest . 
Dividends 


Dr. 
$4,900.00 


$3,000.00 
2,000.00 





Accrued Items 


When records are kept on the “accrual 
basis,” it is necessary to set up accrued 
bond interest and dividends receivable at 
the end of the year. The bank will, of 
course, take no cognizance of accrued items. 
Therefore, as these items are collected by 
the bank and distributed to the owner, care 
must be taken that the proper amounts are 
credited to accrued bond interest and divi- 
dends receivable accounts. 

Finally, when bonds are purchased by the 
bank between coupon dates and accrued 
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interest is paid for, any accrued interest 
thus purchased should be debited to an 
appropriate asset account, e. g., accrued in- 
terest purchased—bonds. Here again, the 
bank will not be concerned with accrued 
interest. Therefore, when the next coupons 
after purchase are collected by the bank and 
distributed, along with other items of in- 
come, the amount of interest that was pur- 
chased must be credited to “accrued interest 
purchased—bonds”; the balance of the 
coupons, of course, represents bond interest 
—income. [The End] 
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Income Tax Convention 
Between the United States and Great Britain 


By GEORGE R. SHERRIFF 


The author is an attorney in New York City. This article appeared in the 
Anglo-American News, December, 1945, and the World Trade Law Journal, 
April, 1946 


T= INCOME TAX CONVENTION 
- between the United States and Great 
Britain was signed on April 16, 1945. Up 
to the present writing it has not been 
formally ratified by the United States Sen- 
ate, but its ratification has been recom- 
mended by the Committee on Foreign 
Relations of the United States Senate. (See 
“Treaty’s Present Status,” in next column.) 


In the limited space provided, it is im- 
possible to deal with all problems which 
may arise in its interpretation. The pur- 
pose of the present article is to give as 
brief and concise an explanation as the 
treaty provisions permit. Its application as 
specific problems arise must necessarily be 
left for later study and opinion. 


Summary of Purposes 


The basic purpose of the treaty is to 
eliminate injustice resulting from taxation 
of income by both countries. The under- 
lying intention is to exempt nationals and 
business enterprises of each country from 
tax in the other country unless they main- 
tain permanent business establishments in 
the other country. 


Toward this end, the negotiators desired 
to adopt uniform principles affecting taxa- 
tion of business income derived by busi- 
ness enterprises of one country from sources 
within the other country; reduction of 
rates of withholding upon dividends mov- 
ing from the United States to the United 
Kingdom and, correspondingly, the adopt- 
tion of an exemption from British surtax 
on dividends moving from Great Britain to 
the United States; exemption from tax of 
interest, royalties, government salaries, an- 
nuities, pensions and earned income from 
sources in one country by residents or cor- 
porations of the other not doing business 
in the country of the source of the income; 
continuation of the credit for foreign income 
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Treaty’s Present Status 


Since this article first appeared a few 
noteworthy changes have occurred in the 
status of the convention. Both countries 
have ratified the income tax treaty with 

| an additional protocol which provides a 
| reciprocal exemption for public enter- 
| tainers by deleting paragraph (3) of Ar- 
ticle XI. 


The Senate ratified the treaty on June 
| 1, 1946, without amendment but with the 

proposal that modification be made to 
Article XI. On June 6, the plenipoten- 
tiaries of the two governments signed a 
supplementary protocol which the Sen- | 
ate ratified on June 19. 


The protocol provides in Article I that 
paragraph (3) of Article XI of the con- 
vention “shall be deemed to be deleted 
and of no effect.” Article II of the 
protocol states that the protocol shall 
be regarded as an integral part of the 
convention and shall be ratified, the in- 
struments of ratification to be exchanged 
at Washington. 


The British government ratified the | 
| treaty and protocol on July 17 and the 
| instruments of ratification were exchanged 
by the two nations in Washington on 
July 25. 











taxes allowed by the United States, but 
adoption of a similar credit by Great Britain 
for United States income tax; and relief by 
residents of Great Britain from United 
States taxes of an extra-territorial char- 
acter, such as the tax on capital gains to 
residents of Great Britain not engaged in 
business in the United States, taxes on 
dividends paid by British corporations to 
others than citizens or residents of the 
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United States, surtaxes on British corpora- 
tions for accumulation of surpluses and sur- 
taxes on British personal holding companies. 


Further purposes of the treaty were to 
settle pending cases affecting British resi- 
dents and corporations affecting United 
States tax on capital gains arising prior to 
1936, and exemption of teachers, students 
and business apprentices from taxation by 
the country where they are temporarily 
residing. It was also desired to establish 
methods for exchange of information to aid 
in the enforcement of the tax laws of the 
two countries, to equalize the taxes as be- 
tween citizens of one country and residents 
therein who are citizens of the other, and 
to establish a method by which colonies 
and territories of the two countries might 
later become subject to the application of 
the treaty. 


With these general purposes in mind, the 


negotiators concluded the treaty, which 
provides in substance as follows: 


Article |: Taxes Affected 


The treaty relates generally to United 
States federal income taxes, including sur- 
taxes and excess profits taxes, and to the 
British income taxes, including surtaxes, 
excess profits taxes and the national defense 
contribution. Similar taxes, if later imposed 
by either country, are also covered by the 
treaty. If the treaty is later extended to 
apply to the colonies, territories, etc., of 
either country (explained under Article 
XXII), its provisions will be applicable to 
income taxes imposed by such colonies or 
territories. 


Article Il: Definitions 


This clause contains 
definitions. 


numerous routine 


For instance, it provides that the term 
“resident of the United Kingdom” does not 
include a citizen of the United States or 
a United States corporation, but does in- 
clude any other corporation the business of 
which is managed and controlled in the 
United Kingdom. Consequently, a citizen 
of the United States or a United States cor- 
poration, although actually resident in 
Great Britain, remains subject to United 
States taxes upon dividends, interest, rents, 
royalties and business income as though the 
convention had not come into effect. 

The term “permanent establishment” 
means a fixed place of business, but does 
not include an agency unless the agent (1) 
concludes contracts on behalf of the enter- 
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prise, or (2) has a stock of merchandise 
from which he regularly fills orders on 
behalf of the enterprise. There is no per- 
manent establishment where an enterprise 
carries on business in the other country 
through a bona fide commission agent, 
broker or custodian. The maintaining by 
an enterprise of one country, in the ter- 
ritory of the other country, of a place of 
business exclusively for the purchase of 
goods, does not meet the definition of “per- 
manent establishment”; nor does the fact 
that a corporation of one country has a 
subsidiary corporation organized in the 
other country, or engaged in business in 
the other country, of itself make the sub- 
sidiary a “permanent establishment” of its 
parent. For most purposes, an enterprise 
of one country is not considered as engag- 
ing in business in the other country unless 
it has a “permanent establishment” in the 
latter. 


Article Ill: Exemptions 


The enterprises of neither country are 
taxable in the other unless they are engaged 
in business in the other country through 
a permanent establishment situated therein. 
This article exempts only business income, 
and does not exempt investment income. 
Such exemption does not apply, however, 
to British excess profits tax and national 
defense contributions in the case of re- 
lated companies. 


Where an enterprise of one country does 
business through a permanent establish- 
ment situated in the other, the income to 
be allocated to that permanent establish- 
ment shall be allocated to the establishment 
as though it dealt at arm’s length with its 
owner, and shall be considered income from 
sources within the country where the per- 
manent establishment is located. 


In determining the profits from such per- 
manent establishments profits from mere 
purchase of goods or merchandise shall not 
be included. 


Article IV: Allocation 
Between Affiliates 


Where an enterprise of one country par- 
ticipates in the management of an enterprise 
in the other country and imposes on the 
latter conditions different from those made 
within an independent enterprise, the profits 
as between them are to be allocated upon 
an equitable basis. This incorporates the 
principle of Section 45 of the United States 
Internal Revenue Code providing for fair 
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allocation of income by the United States 
Commissioner of Internal Revenue in order 
clearly to reflect the income of each of the 
associated enterprises. 


Article V: Operation of Ships 
and Aircraft 


This provides for a reciprocal exemption 
by each country of earnings and profits 
irom the operation of ships and aircraft 
by residents or corporations of the other 
country, where such ships or aircraft are 
registered under the laws of the other 
country. This exemption from British tax 
is not available to individual citizens of the 
United States resident in Great Britain. 


The exemption applies to corporations 
organized under the laws of either country 
regardless of the place where they are 
managed or controlled. (This article super- 
sedes previous arrangements made between 
the two countries exempting shipping 
profits from tax.) 


Article VI: Dividends 


United States tax upon dividends paid 
by a United States corporation to a resi- 
dent of Great Britain (not a United States 
citizen) who is subject to British tax on 
dividends and who is not engaged in busi- 
ness (with a permanent establishment) in 
the United States, shall not exceed fifteen 
per cent. The rate shall not exceed five 
per cent if (1) such resident is a corpora- 
tion controlling ninety-five per cent of the 
voting stock of the paying corporation, and 
(2) not more than twenty-five per cent of 
the income of the paying corporation is 
interest and dividends (not counting interest 
and dividends from its own subsidiaries). 
The five per cent rate is inapplicable if the 
relationship of the two corporations was 
arranged primarily to obtain it. 

Exemption from British surtax is pro- 
vided for dividends from British corpora- 
tions paid to an individual (1) resident in 
the United States, (2) subject to United 
States tax thereon, and (3) not engaged in 
business (with a permanent establishment) 
in Great Britain. The provisions of this 
article may be terminated by either party 
upon notice to the other party, as provided 
therein. 


Article Vil: Interest 


Interest on indebtedness from United 
States sources paid to a resident of Great 
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Britain (not a citizen of the United States) 
who is subject to British tax thereon and 
who is not engaged in business (with a 
permanent establishment) in the United 
States, is exempt from United States tax. 
There is a similar exemption from British 
tax of interest received from British sources 
by residents of the United States. 


These exemptions do not apply to inter- 
est paid by a subsidiary corporation to a 
parent owning more than fifty per cent of 
the subsidiary’s voting stock. This excep- 
tion is made in order to eliminate the pos- 
sibility of a parent’s taking the profits of 
the subsidiary in the form of interest, thus 
giving the subsidiary a possible tax ad- 
vantage of a deduction for interest paid. 


Article Vill: Royalties from Patents 


This article exempts upon a reciprocal 
basis royalties upon copyrights, patents, 
designs, processes, etc., including rentals 
from motion picture films, from one country 
flowing to the other. As in the case of 
dividends and interest, the exemption from 
United States tax is available to residents 
of Great Britain (except citizens of the 
United States) who are subject to the 
British tax thereon and who do not have 
a permanent establishmént in the United 
States, to engage in trade or business. Ex- 
emption from British tax applies to royalties 
from sources in Great Britain received by 
a resident of the United States who is sub- 
ject to United States tax thereon and who 
has not a permanent business establishment 
in Great Britain. 


As a consequence, in such instances there 
will be no withholding of the tax from 
these royalties at the source, and therefore 
the difficulties arising from the application 
of Biddle v. Commissioner, 302 U. S. 573 
[38-1 ustc J 9040], cannot arise. 


Article IX: Mine Royalties 
and Real Estate Rentals 


Royalties from operation of mines and 
other extraction of natural resources, and 
gross rentals on real property from United 
States sources by a resident of Great 
Britain (not a United States citizen) who is 
subject to British tax thereon and who is 
not engaged in business (with permanent 
establishment) in the United States, may 
not be taxed by the United States at more 
than fifteen per cent. However, such a 
resident of Great Britain may elect in any 
year to pay the United States tax as if he 
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were engaged in business in the United 
States. This election would give him the 
benefit of credits and deductions against his 
gross rentals. 


The fifteen per cent limit was here 
adopted to approximate the British rate, 
which is fifty per cent upon the met income 
from mineral royalties, and real property 
rents. This is considered approximate to 
the fifteen per cent upon gross income from 
mineral royalties and real property rentals 
as provided in the treaty. 


Such royalties from the operation of 
mines, etc., and gross rentals from real 
property from British sources received by 
an individual resident in the United States 
who is subject to United States tax thereon 
and who is not engaged in business (with 
a permanent establishment) in Great 
Britain, are exempt from British surtax. 
The standard rate of British tax of fifty 
per cent already will have been deducted 
at the source in Great Britain. 


Article X: Government Salaries 
and Pensions 


Compensation for personal services and 
pensions paid by either government for 
services to that government, are exempt 
from taxation by the other government. 


Under present British law, if an Amer- 
ican woman marries a British subject she 
thereby becomes a British subject, though 
she may retain her American citizenship. 
As a British subject she would be taxable 
by Great Britain upon her income for 
services performed for the American Gov- 
ernment. The present treaty exempts such 
sums from British tax. Reciprocally, in- 
come received by a British subject under 
like circumstances is exempt from United 
States tax. 


This article relates only to payments for 
services in connection with purely govern- 
mental functions, and has no application to 
compensation paid by either country in 
connection with business carried on by it 
for profit. 


Article Xl: Compensation 
for Services Abroad 


An individual resident of Great Britain 
(not an American citizen) performing serv- 
ices in the United States for a resident of 
Great Britain (not an American citizen), 
is not subject to United States tax upon 
compensation therefrom if he is present in 
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the United States for 183 days or less dur- 
ing the taxable year. Reciprocally, a resi- 
dent of the United States is exempt from 
British tax on services performed in the 
United Kingdom in any year of assessment 
on behalf of a resident of the United States, 
provided he is present in the United 
Kingdom for 183 days or less during the 
year of assessment. 


This provision does not exempt compen- 
sation of actors, motion picture and radio 
artists, musicians and athletes. (See “Treaty’s 
Present Status,” p. 765.) 


Article Xll: Annuities and Pensions 


Life annuities payable in consideration of 
money paid, and pensions (other than gov- 
ernment pensions covered by Article X) 
from sources in one country payable to an 
individual resident in the other country, 
are exempt from tax in the country of the 
source. 


This exemption does not extend to pen- 
sions or annuities payable from United 
States sources to citizens of the United 
States resident in the United Kingdom. 


Note the general contrast between ordi- 
nary pensions, which are exempt from tax 
in the country of the source (Article XII), 
and governmental pensions, which are ex- 
empt from tax by the country in which 
they are received (Article X). 


Article XIll: Foreign Tax Credit 


This provision recognizes the principle 
of the credit for foreign taxes allowed under 
Section 131 of the United States Internal 
Revenue Code. Accordingly, the United 
Kingdom is to adopt similar legislation. 
Consequently, when such legislation is 
adopted, British citizens and corporations 
can receive credit for foreign taxes; also, 
American citizens residing in Great Britain 
can receive credit against their British 
taxes for their United States taxes. (Com- 
pare Section 131 (a) (3), I. R. C.) 


The American law (Section 131, I. R. C.) 
does not allow the credit for foreign taxes 
against the surtax on corporations for 
improperly accumulating surplus (Section 
102, I. R. C.) or against surtax on personal 
holding companies (Section 500, I. R. C.). 
Presumably, therefore, the new legislation 
to be adopted by the United Kingdom will 
not permit credit of the foreign tax paid 
against British taxes analogous to these 
surtaxes for improper accumulation of sur- 
plus and upon personal holding companies. 
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This article revokes the principle of 
Biddle v. Commissioner, supra, so that the 
recipient of a dividend paid by a British 
corporation is deemed to have paid the 
British income tax appropriate to that 
dividend in arriving at his foreign tax credit 
if such recipient elects to report as gross 
income the gross dividend, that is, the net 
amount actually received, plus the amount 
of the British income tax thereon. 


Under the treaty, when the new legisla- 
tion is adopted by Great Britain allowing 
the foreign tax credit, not only the Amer- 
ican tax imposed on United States divi- 
dends but also the allocable portion of the 
United States income tax (not the excess 
profits tax) imposed upon the corporation 
in respect of its profits, will be deemed to 
be a United States tax paid by the recipient 
of the dividend. 


For the purpose of allowance of foreign 
tax credits, earned income is considered to 
be from sources within the country where 
the services are performed. Although the 
treaty does not specifically state so, the 
Senate Committee Report indicates that 
Great Britain will recognize the principles 
of Section 119 (a) (3), of the Internal 
Revenue Code, under which compensation 
ior personal services performed in the 
United States is generally considered to be 
trom U. S. sources. But as to nonresident- 
aliens temporarily present in the United 
States for less than ninety days during the 
year, such compensation not exceeding 
$3,000 received from a foreign individual, 
partnership or corporation, is not regarded 
as income from United States sources. 


Article XIV: Capital Gains 


Residents of Great Britain are generally 
exempted from United States tax on capital 
gains. This is so even though the British 
resident is rendering services in the United 
States, thus engaging in a trade or busi- 
ness therein. This exemption from capital 
gain tax does not apply, however, if the 
British resident has a permanent establish- 
ment for carrying on business in the United 
States. It was found unnecessary to make 
the treaty provision reciprocal because 
Great Britain does not generally impose a 
tax upon capital gains. 


Article XV: British Dividends 
and Interest 


Dividends and interest paid by a British 
corporation on or after January 1, 1945, 
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are wholly exempt from United States tax, 
except when paid to a citizen or resident 
of the United States. This provision will 
prevent the United States from taxing such 
dividends merely because a portion of the 
corporation’s income was derived from 
sources in the United States. (Compare 
Section 119 (a) (1) @), LR. C.; alse 
Section 119 (a) (2) (B).) 


Article XVI: Surtaxes 
on Accumulated Earnings 


British corporations are exempt from 
United States tax on accumulated and un- 
distributed earnings provided British resi- 
dents (not including United States citizens) 
control more than one-half of the voting 
stock throughout the last half of the year. 
Thus, if control is in British residents, the 
corporation will not be liable for United 
States surtaxes for improper accumulation 
of surplus (Section 102, I. R. C.) or for 
personal holding company surtaxes (Sec- 


tion 500, I. R. C.). 


Article XVII: Adjustment 
of Prior Years’ Taxes 


This article provides a method for ad- 
justment of United States tax due by resi- 
dents of Great Britain (other than United 
States citizens) and British corporations 
which arose prior to January 1, 1936. Prior 
to that date non-resident aliens and foreign 
corporations deriving income from United 
States sources were subject to United States 
tax upon gains derived from United States 
security and commodity exchanges. Since 
January 1, 1936, such aliens are generally 
not subject to tax on those gains. The 
purpose of the present section is to afford 
a method for adjustments of liabilities aris- 
ing prior to January 1, 1936. Interest and 
penalties are limited to a total of fifty per 
cent of the tax due if the taxpayer was 
engaged in trade or business in the United 
States. 


Under the method of adjustment, the 
treaty requires that the Revenue Act of 
1936 (generally exempting capital gains) 
and the exemptions of Article XV (relating 
to dividends and interest of British cor- 
porations paid to others than United States 
citizens, etc.) and Article XVI (relating to 
surtaxes on undistributed profits) shall be 
regarded as having been in effect for the 
year involved. Consequently, in a settle- 
ment with the United States tax officials 
for years prior to 1936 exemptions of divi- 
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dends, interest and accumulated profits 
taxes described in Articles XV and XVI 
shall be allowed. The general immunity of 
gains from security and commodity ex- 
changes shall also apply as though the 
Revenue Act of 1936 had been in effect 
prior to 1936. 


In order to obtain a settlement of lia- 
bilities under this section, the taxpayer must 
file therefor with the United States Com- 
missioner of Internal Revenue a request be- 
fore December 31, 1947. 


The benefits of this section do not apply 
where there is a deficiency due to fraud. 


Article XVIII: Exemption 
of Teachers 


The professor or 
teacher from one country visiting the other 
country to teach in an educational institu- 
tion, is exempt from tax in the county 
where he is so visiting. The exemption 
applies only for a period not exceeding two 
years. If such a teacher stays longer than 
two years, the exemption applies for the 
first two years and expires two years from 
the date of his first arrival. 


compensation of a 


Article XIX: Exemption of Student 


A student or business apprentice from 
one country receiving full time education or 
training in the other country, is exempt 
from tax on payments made to him for 
maintenance, education or training from per- 
sons within the country from which he 
came. This provision has little practical 
effect upon United States taxes because 
amounts received by a British student or 
apprentice in training in the United States 
for his maintenance, education and training, 
would not ordinarily be classed as income, 
but as gifts or reimbursement of expense. 


Article XX: Exchange 
of Information 


The taxation authorities of each country 
are to exchange available information in- 
cident to the administration of the various 
subjects of the treaty. 
lates to periodic information covering 
recurring income, as well as information in 
specific cases. All 
changed is secret. 


This provision re- 


information so ex- 

Notwithstanding the foregoing, however, 
it is provided that “no information shall 
be exchanged which would any 
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disclose 
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trade secret or trade process.” Accord- 
ingly, no trade secrets may be disclosed 
even though pertinent to the subject matter 
of the treaty. 


Article XXI: Equalization 


The nationals of one country (including 
corporations, partnerships and associations) 
shall not be subjected, while resident in the 
other country, to higher taxes than the 
other country imposes upon its own na- 
tionals residing therein. 


The treaty deals in general only with 
federal taxes, as contrasted with state and 
local taxes. The present provision, how- 
ever, provides an equalization as to all taxes, 
“whether national, federal, state, provincial 
or municipal.” 


So far as the United States is concerned, 
this provision has no practical effect becaus« 
the United States does not 
between its own citizens and British na- 
tionals residing therein for tax purposes. 
These benefits do apply to citizens of the 
United States residing in Great Britain. 


discriminate 


Article XXII: Extension of Colonies 


A method is here provided for eithe 
country, upon notice to the other, to extend 
the provisions of this treaty to any of its 
colonies, territories or protectorates which 
impose taxes similar to those covered by 
the treaty. The country to which such 
notice is given reserves the right to veto 
the extension. If the treaty is extended 
to cover any such colony or territory, such 
extension may later be terminated by either 
country upon notice. 


The provisions of the treaty may be ex- 
tended only to colonies, territories and 
protectorates, and may not be extended to 
the sovereign members of the British Com- 
monwealth of Nations, such as 
Australia and New Zealand. 


Canada, 


Article XXIll: Effective Dates 


After ratification, the treaty shall be 
effective as to United States tax for taxable 
years beginning on or after January 1, 1945. 
As to United Kingdom income tax, it ap- 
plies for the year of assessment beginning 
April 6, 1945, and for United Kingdom sur- 
tax to the year of assessment beginning 
April 6, 1944. It applies to United Kingdom 
excess profits tax and national defense con- 
tributions for accounting periods beginning 


T A X ES—The Tax Magazine 








er 


ng 
1S ) 
the 
the 
na- 


ith 
and 
Ww - 
ces, 


cial 


1ed, 
LUSC 
iate 

na- 
Ses. 


the 


nies 


ither 
tend 
f its 
Thich 
d by 
such 
veto 
nded 
such 
ithe 


e ex- 

and 
ed to 
Com- 


nada, 


11 be 
axable 
, 1945. 
it ap- 
inning 
m sur- 
inning 
nedom 
se con- 
‘inning 


azine 

















on or after April 1, 1945, and also for the 
unexpired portion of the accounting period 
current on that date. 


Inasmuch as the treaty, after ratification, 
will be retroactive as to United States taxes 
to January 1, 1945, it will be necessary for 
the United States to release or refund any 
excess taxes withheld by withholding agents 
on or after January 1, 1945. 


Article XXIV: Indefinite Term 


The treaty is to remain in force in- 
definitely but either country may terminate 
it upon notice. 


Status of U. S. Citizens Resident 
in Great Britain 


It is noted that citizens of the United 
States resident in Great Britain are excepted 
from the definition of “resident of the 
United Kingdom” by Article II (1) (g). 
This does not mean that they have been 
liscriminated against. We must bear in 
mind the underlying principles and purposes 
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of the treaty—to eliminate the hardships of 
double taxation. Such relief already exists 
for United States citizens resident in Eng- 
land. Their income earned abroad is ex- 
empt from United States tax (Section 116, 
I. R. C.). As American citizens they are 
also entitled to the credits against the 
United States tax for foreign taxes paid 
(Section 131, I. R. C.). Furthermore, the 
treaty (Article XIII(2)) contemplates the 
adoption by Great Britain of a_ statute 
similar to Internal Revenue Code Section 
131, granting the benefits of a credit for 
foreign taxes paid. Accordingly, such 
American citizens resident in Great Britain 
would be entitled to a credit against British 
tax for foreign taxes paid. (Compare Sec- 


tion 131 (a)().. 5. R. CS 


Ratification 


The treaty has not been ratified by the 
United States Senate up to the present 
writing, but ratification has been recom- 


mended by the Committee on Foreign 
Relations. (See “Treaty’s Present Status,” 
p. 765.) [The End] 













A convention between the United States and France has now been drafted, 
by representatives of the two countries, for the avoidance of double taxation and 
the prevention of fiscal evasion in the case of taxes on estates and inheritances. 
Another purpose of the convention is to modify and supplement certain provisions 
of a prior convention relating to income taxation signed at Paris on July 25, 1939. 

The present convention, the result of negotiations which took place in Wash- 
ington during March and April, is being submitted by the representatives to their 
respective Governments for consideration with a view to signature, if possible, 


in the near future. 


Income Tax Convention 


Bad Debts Reserve for Banks 


By CONRAD T. BJORNLIE 


The author is an attorney and certified public accountant in Great Falls, Montana 


TMHE SUBJECT of establishing and set- 
4 ting up a reserve for bad debts for banks 
whose records are kept and maintained on a 
cash basis, actuates three distinct questions. 
The questions may be summarized in three 
words: possibility, amount, permission; how- 
ever, they are stated as follows: 


1. May a bank keeping its records on a 
cash basis set up a reserve for bad debts? 
2. What is a reasonable addition to re- 


serve to be set up yearly? 


3. Must change from “Charge-off” basis 
to “Reserve” basis be approved by Com- 
missioner of Internal Revenue? 


The three questions can best be answered 
by taking them up separately for discussion. 


Possibility 


The Bureau of Internal Revenue originally 
held that the reserve method for bad debts 
was not permitted where the books were 
kept on the cash basis. However, the First 
National Bank of Omaha case so modified the 
original ruling that thereafter such organi- 
zations as banks, finance companies and 
loan companies which do not make charge 
sales but are engaged in debt-creating trans- 
actions, may use the reserve method of 
providing for bad debts even though books 
are kept on a cash basis. 

We quote the following in support of the 
above: 

CCH 451 § 213.051—“The Board held that 
‘if the petitioner is entitled to deduct from 
gross income under its system or bookkeep- 
ing and reporting bad debts charged off, it 
is entitled to the benefits of Section 234 (a) 
(5) of the Revenue Act of 1921 (correspond- 
ing to Section 23(k), 1936 Act) with re- 
spect to the setting up of a reserve for bad 
debts and deducting from income the addi- 
tion made thereto each year.’ Therefore, it 
permitted a bank, on the cash basis, which 
also reported as income discount on a note 
at the date of receipt of the note, to deduct 
a reasonable addition to the reserve for bad 
debts.—First National Bank of Omaha, 17 
BTA 1358, Dec. 5590 (Acq.). Remanded 
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for greater allowance, (CCA-8) 2 ustc 720, 
49 Fed. (2d) 70. See .109, below.” 


CCH 451 § 213.052—“Similarly as to a 
small loan company, deducting a reserve for 
bad debts which was a reserve against loss 
of capital only—Maurice S. Saltstein Est., 
46 BTA 774, Dec. 12,469 (Acq.).” 

Maurice S. Saltstein Estate, 46 BTA 774— 
“. ,. . The only question presented is 
whether or not the Loan Co. was prevented 
from deducting a reserve for bad debts by 
reason of the fact that it kept its books on 
the cash basis. 


“cc 


Section 23 (k) of the Revenue Act of 
1936 which permits the deduction of a re- 
serve for bad debts, draws no distinction 
between taxpayers on the accrual basis and 
those on the cash basis. Nor has the Com- 
missioner issued any regulations denying 
taxpayers on the cash basis the right to use 
the reserve method. Thus, the problem is 
whether the use of the reserve for bad debts 
in the case at bar was inconsistent with the 
Loan Co.’s method of accounting so that the 
return did not clearly reflect income. 


“The use of the reserve for bad debts is 
not inherently inconsistent with a cash basis 
where, as here, the reserve is against loss of 
capital only (cf. Wilbur Glenn Voliva, 10 
BTA 911; affd., 36 Fed. (2d) 212) and con- 
tains no element of income which has never 
been reported. Cf. Charles A. Collin, 1 BTA 
305. Such a reserve for loss of capital does 
not differ materially from a reserve for de- 
preciation which is set up on a percentage 
basis rather than on the basis of actual de- 
preciation suffered. 

“In First National Bank of Omaha, 17 
BTA 1358; modified, 49 Fed. (2d) 70, we 
said: ‘If the petitioner is entitled to deduct 
from gross income under its system of book- 
keeping and reporting bad debts charged off, 
it is entitled to the benefits of section 234 
(a) (5) of the Revenue Act of 1921 with re- 
spect to the setting up of a reserve for bad 
debts and deducting from income the addi- 
tion made thereto each year.” We see no 
reason for departing from the view ex- 
pressed in that case.” 
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Amount 


The reasonableness of additions to reserve 
for bad debts has received its share of at- 
tention from the courts. It is quite apparent 
that the amount of such additions is based 
upon the circumstances of each case, and 
not on a set figure established in any par- 
ticular field of endeavor. 


Regulations 111, Section 29.23 (k)-5. 
“Reserve for bad debts.—. What con- 
stitutes a reasonable addition to a reserve 
for bad debts must be determined in the 
light of the facts, and will vary as between 
classes of business and with conditions of 
business prosperity. It will depend primar- 
ily upon the total amount of debts outstand- 
ing as of the close of the taxable year, those 
arising currently as well as those arising in 
prior taxable years, and the total amount 
of the existing reserve. In case subsequent 
realizations upon outstanding debts prove 
to be more or less than estimated at the 
time of the creation of the existing reserve, 
the amount of the excess or inadequacy in 
the existing reserve should be reflected in 
the determination of the reasonable addition 
necessary in the taxable year. A taxpayer 
using the reserve method should make a 
statement in his return showing the volume of 
his charge sales (or other business trans- 
actions) for the year and the percentage of 
the reserve to such amount, the total amount 
of notes and acounts receivable at the be- 
ginning and close of the taxable year, and 
the amount of the debts which have become 
wholly or partially worthless and have been 
charged against the reserve account.” 


CCH 451 ¥ 213.099—“Percentages.—What 
constitutes a ‘reasonable addition’ to a re- 
reserve depends upon the circumstances of 
each case. Addition to reserves of one per 
cent or gross sales was allowed by the Board 
in one case, and additions to reserves of 1% 
per cent, 2 per cent and as high as 4 per cent 
were held reasonable in other cases. Higher 
percentages of the outstanding accounts re- 
ceivable also have been allowed.” 


CCH 451 {213.124 — “Reasonableness: 
Determination.—The particular facts will 
dictate the Commissioner’s decision in the 
exercise of his discretion as to the reason- 
ableness of an addition to a bad debt reserve, 
whether the taxpayer has deducted an addi- 
tion (a) equal to the specific debts ascer- 
tained to be worthless, (b) based upon the 
combined data as to bad debts of the taxable 
year and/or prior years, or (c) where an 
extraordinary loss was sustained during the 
taxable year. In determining the reason- 
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ableness of an addition to a bad debt reserve 
for 1922, there should be considered (a) bad 
debts disallowed in a previous return and 
ascertained to be worthless in the taxable 
year, (b) bad debts resulting from accounts 
and sales of years prior to the adoption of 
the reserve method, and (c) loans and notes 
as well as trade accounts.—G. C. M. 938A, 
VI-2 CB 206.” 


5 Mertens 30.78—“What are Reasonable 
Additions to the Reserve. The Statute pro- 
vides for the deduction of reasonable addi- 
tions to the reserve in the discretion of the 
Commissioner. This discretion extends un- 
doubtedly not only to the original use of 
the reserve method but also to the question 
as to whether the annual addition thereto is 
reasonable. But his conclusion is subject to 
review. It is the addition to the reserve, 
and not the reserve which existed at the 
beginning of the year, which is deductible. 
Additions which are not reasonable will be 
disallowed. 


“As would be expected, the difficulty in 
the application of this provision of the stat- 
ute inheres in the question, ‘What is a rea- 
sonable addition ?’ 


“Just as the taxpayer must offer facts and 
not mere conclusions in order to sustain bad 
debts charged off within the taxable year, 
so in the case of reasonable additions to re- 
serves, the Board is not bound by conclu- 
sions; the facts, which justify an addition as 
reasonable, must be presented to the Board. 
Where the evidence offered is insufficient, 
the addition to the reserve, as fixed by the 
Commissioner, will not be disturbed.” 


Permission 


The question as to whether a change from 
“charge-off’ method to “reserve” method 
for bad debts must be first approved by the 
Commissioner of Internal Revenue, may best 
be answered by the following quotations: 


Regulations 111, Section 2923 (k)-1. “Bad 


Debts.—(a) Taxpayers were given a 
similar option for 1921 to select either of the 
methods mentioned for treating such debts. 
(See article 151, Regulations 62.) While 
ascertainment of worthlessness and charge- 
off during the taxable year (which were pre- 
requisite to deduction of a bad debt under 
the law at that time) are no longer required 
for the allowance of a debt which becomes 
wholly worthless, the method used in the 
return for 1921 must be used in returns for 
all subsequent years unless permission is 
granted by the Commissioner to change to 
the other method. A taxpayer filing a first 
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return of income may select either of the 
two methods subject to approval by the 
Commissioner upon examination of the re- 
turn. If the method selected is approved, 
it must be followed in returns for subsequent 
years, except as permission may be granted 
by the Commissioner to change to another 
method. Application for permission to 
change the method of treating bad debts 
shall be made at least 30 days prior to the 
close of the taxable year for which the 
change is to be effective.” 

Regulations 111, Section 29.23 (k)-5. “Re- 
serve for Bad Debts.—Taxpayers who have 
established the reserve method of treating 
bad debts and maintained proper reserve ac- 
counts for bad debts, or who in accordance 
with section 29.23 (k)-1, adopt the reserve 
method of treating bad debts, may deduct 
from gross income a reasonable addition to 
a reserve for bad debts in lieu of a deduction 
for specific bad debt items.” 


CCH 451 § 213.066—“‘In 1939, and prior 
thereto, taxpayer used and reported under 
the actual charge-off method of reporting 
bad debts. In 1940 it changed to the reserve 
method, dispatching a letter to the Collector 
asking permission to use such method. Tax- 
payer received no reply. Deduction for the 
amount reserved in 1940 is denied.—Century 
Die Casting Co., TC memo. op., Dec. 
13,620 (M).” 


CCH 451 § 213.067—“Only the Commis- 
sioner or one authorized to act for him may 
grant permission to change the basis of re- 
porting bad debts, and he may, in his dis- 
cretion, deny such permission.—G. C. M. 


938A, VI-2 CB 206.” 
CCH 451 § 213.071—“Instructions to book- 


keeper to use reserve method does not con- 
stitute election where return was prepared 
on basis of actual bad debt deduction and 
officers signed it without investigation of 
method of bad debt deduction used.—Kay 
Mfg. Co., (CCA-2) 53 Fed. (2d) 1083.” 


Conclusion 


While banks as a rule keep their records on 
a cash basis, they are permitted to take ad- 
vantage of the reserve basis for providing 
for bad debts. However, it is necessary to 
make application to the Commissioner of 
Internal Revenue, Washington, D. C., thirty 
days prior to the close of the taxable year 
for which the change is effective. 


The amount of reserve for the first year 
and additions thereafter is determined only 
by the particular facts of each case, and 
requires a survey of the past experience, 
present status of receivables, securities on 
receivables and other conditions effecting 
the collectibility of the accounts. 


[The End] 


New York Sales Tax 


Pursuant to the amendments contained in Local Law Number 17, Laws 1946, 
effective July 1, 1946, which increases the New York retail sales tax rate to two 
per cent, the New York City Comptroller has revised Article 4 to accord with the 


amended law. 


Included therein is the following schedule of amounts to be col- 


lected from purchasers in respect to any receipts upon which the tax is imposed: 
17 cents to 66 cents, inclusive—1 cent tax; 
67 cents to 99 cents, inclusive—2 cents tax; 
On each even dollar of purchase—2 cents tax plus the above rate on the 
amount in excess of even dollars. 


Issued concurrently with revised Article 4 is Bulletin Number 1946-3 of the 


Special Deputy Comptroller which states that the date of delivery to the purchaser 
of any tangible personal property sold determines the applicable rate of tax. 
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TALKING SHOP 


By LEWIS GLUICK, Certified Public Accountant 


CCORDING to the Wall Street Journal 
IX of June 18, the Treasury is giving serious 
consideration to making community income 
reporting permissive in those states that 
do not now have it. Pardon us for being 
skeptical. On the other hand, our grapevine 
tells us that Florida is going to join the 
community property states. This sounds 
logical. The wonder is that Florida has 
lagged so far behind. With her mixed French 
and Spanish heritage, one would have ex- 
pected to find community property as much 
the law there as in Louisiana. Chances are 
that California is harvesting too much of the 
tourist crop. 


The rivalry between Florida and Cali- 
fornia is traditional, a standing joke; and 
California continues to grow despite some 
Floridian tax advantages. Here are a few 
points. Florida has no income tax, or general 
sales tax. Florida county and city license 

occupational taxes are higher. Florida 
has the highest gasoline tax in the country, 
and a two cent per pack cigarette tax. 


If you want to incorporate your business 
in Florida, the minimum fee is ten dollars; 
occupational taxes are higher, and Florida 
has an annual corporation franchise tax; the 
maximum (for capital stock of over two 
million dollars) is one thousand dollars. 
California has a franchise tax measured by 
income, so for all practical purposes it is 
an income tax. Florida abolished all poll 
taxes in 1941. California still permits them 
in counties, road districts and certain cities. 
(CCH State Tax Guide § 48-700.) Florida’s 
maximum private automobile license is twenty- 
five dollars. California has a complicated 
system of “primary registration” and “addi- 
tional” fees, which work about the same. 
3ut for some reason we can’t determine, 
electric vehicles are singled out for special 
consideration at higher rates. Could it be 
that California produces gasoline, and, so 
far, Florida produces none? 


Non-Business Bad Debt 


We quote from page 65 of “Supplement 
to Regulations 111”: 


“A, an individual engaged in the grocery 
business and who makes his returns on the 
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calendar year basis, extends credit on open 
account to B in 1941. 


“In 1942 A sells the business but retains 
the claim against B. The claim becomes 
worthless in A’s hands in 1943. A’s loss is 
controlled by the non-business debt provi- 
sions. While the original consideration was 
advanced by A in his trade, the loss was 
not sustained as a proximate incident to the 
conduct of any trade in which he was engaged 
at the time the claim became worthless.” 


We deem this regulation quite unfair to 
the taxpayer, but have no doubt the Com- 
missioner is legally correct. The great trouble 
is that this article (29.23(I)-6) is little known. 
It is quite common, in the sale of a business, 
for the purchaser to refuse to have anything 
to do with the collection of debts due the 
vendor. This is usually to the purchaser’s 
advantage. The purchaser may undertake 
to act as collection agent for the vendor, 
since the chances are that the old customers 


will return, and he will be in contact with 
them. 


However, the vendor suffers a distinct loss 
if, as in the above example, he fails to 
realize such debts in full, for he can get 
only the capital-loss deduction instead of a 
complete deduction. Business brokers and 
lawyers should be alert to this provision of 
the Regulations and point out to their clients 
the possible results. 


More Tax Arithmetic 


This is a hypothetical case, but it could 
happen. An employee wants a wage that 
will guarantee him a certain “take-hqme” 
pay. How does the employer compute it? 
Let’s say the employee is a boy who wants 
$15 a week net during his long vacation. A 
glance at the withholding table shows that 
on a wage not exceeding $17 the withholding 
is $1; we know the wage will be somewhere 
between $16 and $17. Then we must take 
into consideration the one per cent Old 
Age Benefit withholding and, in states like 
California and New Jersey, one per cent 
Unemployment withholding. So for a first 
trial, say that $16 is ninety-eight per cent 
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of the wages before withholding. Then $16.32 
is our trial figure. 
Let’s check. 
Wages earned . $16.32 
Withheld: O.A.B. 1% $ .16 
UE. 16 
Income Tax 1.00 


1.32 


Net $15.00 

It is apparent that $16.32 per week is 
exactly 40.8 cents per hour for a forty-hour 
week. 


‘The Strip” 


We picked up a bit of information at the 
Los Angeles University Club the other day 
from a man named Hutchinson. Everybody 
who has ever read a Hollywood gossip 
column or a story set in that vicinity knows 
of the “County Strip,” or, more commonly, 
just “The Strip.” It is an important area 
of night clubs, movie offices, etc. How it 
got to be that way is a tax matter. 

This long narrow area, sparsely occupied, 
refused to come into the municipality of 
Los Angeles quite some time ago. It re- 
mained thinly populated until the municipal- 
ity, quite justly, levied a high occupational 
license tax on “agents” otherwise known as 
“ten per centers.” These promptly got out 
of Hollywood, which ts part of Los Angeles 
City, and set up in the Strip, which is im- 
mune from Los Angeles taxes. Where 
agents go, actors must follow. And where 
actors go, restaurants, barrooms and night 
clubs bloom. 


Now Los Angeles has enacted a mu- 
nicipal sales tax law which imposes a tax 
of one-half of one per cent upon the sale 
of goods, wares or merchandise at retail. 
This gives the “Stripites” another tax ad- 
vantage over their Los Angeles neighbors 
and certainly doesn’t make any thoughts of 
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incorporation enticing—unless some day the 
Strip offers to take Los Angeles in out of 
the tax deluge. 


A Case to Watch 


The Jacobson case (6 TC —, No. 133 
{CCH Dec. 15,155]) is important. On re- 
view, five judges put in a vigorous dissent. 
To differentiate between bonds repurchased 
from bondholders who had bought them 
when issued, and from those who had sub- 
sequently acquired them, is splitting hairs. 
The case should be appealed. 


A case of more interest to lawyers than 
accountants is the Corrigan decision [46-1 
ustc J 9229] by the Sixth Circuit. In such 
matters as res judicata we are strictly a 
layman; but as we read the case, the decision 
is eminently sensible. This is more than we 
can say of some decisions. 


The N. P. E. F. Corporation case— a Tax 
Court memorandum decision [CCH Dec. 
15,146(M)], seems to have been decided 
justly. Beyond that, we won’t commit our- 
selves. 


Old Stuff 


Mrs. Ann Fisher heard that we were still 
paying interest on debts incurred during the 
revolution. She asked us if it were true, 
and we passed her inquiry to Lyman Long, 
the Washington editor, whose answer fol- 
lows: 


“There are on the books at Treasury 
outstanding stocks designated 6% stock of 1790 
—$27,869.77 ; 3% stock of 1790—$13,953.13; 
preferred stock of 1790—$13,934.90. 


“While the facts concerning these securi- 
ties have not been exhaustively searched, it 
is believed that no interest is being paid on 
them and that they represent mere book 
entries, the owners being not known and 
believed not to exist.” 
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Deductible Expenses 


Just this morning we paid a jeweler $4.50 
for “ordinary and necessary repairs” to our 
pocket watch. It is far from the first time 
this good Hamilton has been serviced in the 
twenty years we’ve had it. But never before 
did we consider the cost as a deductible 
expense. What is more important to a pro- 
fessional man than punctuality? How can 
he achieve it without a good watch? There 
isn’t any doubt that if it were an office wall 
clock, maintenance is deductible. If Ned 
Sparks could win, on appeal, a decision that 
his false teeth were a business expense, why 
isn’t our watch repair the same? For that 
matter, we frequently make public appear- 
ances. Why can’t we too charge the repairs 
to the dentures the Navy made for us to 
business expense? That’s easy. There is a 
definite allowance for extraordinary medical 
costs, and Sparks would probably not win 
under the existing statute. 


The Tax Hydra 


Greek mythology includes a fabulous mon- 
ster called the Hydra. It had the gruesome 
power of growing two heads if one were cut 
off. Our old pal, Jack Seidman, did not 
mention it in his fine article on pages 549 
to 551 of our June issue. He showed how 
the Commissioner, in interpreting the Clifford 
case (309 U. S. 331 [40-1 ustc J 9265]), used 
each of the criteria set forth by the Supreme 
Court, instead of all three of them. Verily, 
this hydra grew three heads from one. 


Next comes his brother Frank in the June 
Journal of Accountancy, discussing the im- 
plications of the Lusthaus [46-1 ustc J 9190] 
and Tower [46-1 ustc J 9189] cases. The Com- 
missioner seems to be refusing to recognize 
any husband and wife partnerships. Failing 
this, he may go further. We quote. 


“Thus these decisions may well act as 
an opening wedge to do indirectly what 
Congress refused to do directly, i. e., tax 
the income of a husband and wife jointly. 
For, if the income of a wife’s interest in a 
partnership acquired by gift from her hus- 
band is taxable to the husband, then it might 
be held that the dividends on the shares 
owned by the wife in a husband and wife 
corporation are in the same boat. If that 
be true, it would not take much to go the 
rest of the way, and hold that all income 
derived by the wife from property donated 
by the husband is taxable to the husband.” 


Talking Shop 


And in 59 Harvard Law Review 66, John 
Dane discusses the question, “When Real 
Estate Is Held for the Production of In- 
come, Is It Used in Trade or Business?” 
The Commissioner, he states, has refused to 
concede that every parcel of realty held 
solely for production of income must neces- 
sarily be used in the trade or business of its 
owner. He seems to require that operation 
of such realty be the major activity of the 
owner. Just another case where the Com- 
missioner manages to find some new attack 
on the taxpayer after the poor taxpayer 
thinks Congress or the Supreme Court has 
settled the matter. 


In oral discussion of this “Hydra” matter 
with a couple of shoptalkers, we got the re- 
joinder, “We have to pay for the war some- 
how.” Certainly, but let’s be fair about it. 
As we recall it, the Hydra was finally slain 
by cutting through its heavily armoured body. 
Are we going to be forced to repeal the 
entire Revenue Code and start all over? We 
pray not. 
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Around the Barber Pole 


Paul McCann contributes the following: 
The reason that barbers have to charge 
seventy-five cents for a shave is that high 
taxes have made men’s faces so long. 


[The End] 
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“However, we will review virtually every 
case here, for we will have to know. The 
Joint Congressional Committee on Internal 
Revenue Taxation has the right to review 
all cases in which refunds run more than 
$75,000, and for that reason alone we would 
want to be doubly sure that we get con- 
sistent results in the field and that no man 
goes awry. 

“We want a minimum of review, but we 
must have a check on all agreements and 
decisions. 

“In addition, of course, Congress wants 
statistics from time to time and we must 
have records of all transactions for that pur- 
pose, if for no other.” 


Mr. Hamel reveals his understanding and 
sympathy for the Bureau of Internal Reve- 
nue itself by pointing out that it has had 
terrific personnel problems since the war 
began. 

“There have been three Commissioners in 
less than six years, you know,” he adds. 

He refuses to let the big figures in which 
he is going to deal feaze him. 

“Whether it’s for $10,000 or $10,000,000, 
if a thing is right, then it is right,” he 
asserted, hammering his desk. “The amounts 
of money in these cases are huge by every 
standard I have ever lived by, but the prin- 
ciples of justice have not changed and they 
will not change. 

“T do not expect nine out of ten lawyers 
to press claims that have no basis in either 
law or logic; therefore, I believe that there 
are pertinent problems to consider on vir- 
tually all these cases.” 

You get the idea that Mr. Hamel and his 
associates have no intention of hamstringing 
corporations just because they are corpo- 
rations, large or small, and that it will take 
a lawyer a long time to out-slick them on 
tax matters. Mr. Hamel is easy-going—up 
to a point. He will watch particularly that 
tenth lawyer “who might think he can 
stretch a point.” 

Frankly, he believes that most lawyers 
recognize when a case can be litigated, and 
that a vast majority of them would advise 
their clients if presented with a case that 
did not have a legal leg on which to stand. 
That is why he views seriously the tre- 
mendous backlog of cases now facing him 
and his associates. 


Or maybe he would take the job seri- 
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ously, no matter how important or unimpor- 
tant it was, if he was interested. His life’s 
history reveals that he has always taken 
work seriously, although his crinkling eyes 
prove that he also has learned to smile 
regularly. 


Education 


Charles Dennis Hamel was born on No- 
vember 25, 1881, in Minneapolis, Minnesota, 
moving shortly thereafter with his parents 
to Grafton, North Dakota. His parents 
were of moderate means and, after sending 
him through high school, left it to him to 
decide whether or not he would go to col- 
lege. He did. 


At the University of North Dakota, in 
Grand Forks, he did just about every kind 
of work the town offered to work his way 
through. He had absolutely no money when 
he entered the University and very little 
when he graduated, but he paid his own 
way by working. He was, successively, an 
installer of electric doorbells, a salesman of 
uniforms to the cadets, an operator of a 
laundry agency on the campus, a waiter in 
the college restaurant and a school teacher 
in a little nearby town. Doing the same 
kind of odd jobs were such men as John 
Hancock, insurance executive who helped 
write the famous Baruch report; Lynn 
Frazier, longtime United States Senator 
from North Dakota; William Lemke, Con- 
gressman from North Dakota; and Vilhjal- 
mur Steffansson, the famous Arctic explorer, 
who taught school in the same little build- 
ing with the student Hamel. 


His last college job was that of a news- 
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paper reporter (later telegraph editor) on} 


the Grand Forks Daily Herald. Later, after | 
3achelor of Arts de-} 


graduating with the 
gree from the University, he was editor of 
a little weekly newspaper, the Walsh 
County Record, in which post he formed 
friendships with other editors that have 
been as lasting and as satisfying as life 
itself. He was a reporter, too, in that period, 
for the Fargo Forum, and covered the state 
legislature for that daily. 

All the while he was studying law and 
trying to make a living for himself. 


Washington Career 


The opportunity arose for him to become 
the private secretary to the late Senator H. 
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C. Hansbrough, and he jumped at the 
chance, knowing that in Washington he 
could continue his schooling. He came to 
Washington in 1906 as the Senator’s secre- 
tary, at the same time enrolling in the 
National University Law School, from 
which he graduated in 1907. In 1909, when 
the Senator’s term expired, young Hamel 
went to work as a lawyer in the Department 
of the Interior. Here he became involved 
in a highly-specialized task—the oil lands 
litigation and the so-called Alaska Coal Land 
Fraud cases. Because of his outstanding 
work as an associate attorney for the 
government in the Department of the 
Interior, he was offered a post in the De- 
partment of Justice as special assistant to 
the Attorney General and sent to California 
to prove title to thousands of acres of gov- 
ernment oil land there. He worked there 
and in Wyoming from 1914 until 1922. On 
January 31, 1914, he married the former 
Miss Margaret Baptie, who passsed away 
on June 2, 1932. He married a second time 
on December 26, 1935, and to this union 
there has been born one child, Charles Scott, 
now nine years old. His second wife is the 
former Ethel Fay Scott. 


Back in Washington in 1922, he was as- 
signed to legal work in the Bureau of Inter- 
nal Revenue, then becoming something more 
than a small appendage of Uncle Sam’s 
mushrooming government. In 1923 he was 
appointed chairman of the committee on 
appeals and review, a post not unlike the 
present position he holds, and served on it 
until its dissolution in 1924. 


“That job was in the same category as 
this one,” he said with a smile. “Only then 
it was about 1/100th as complicated. 


Chairman of BTA 


It is difficult to follow up a notable reform 
in the Bureau of Internal Revenue, or in 
government tax circles generally, since 1922 
without running into the name of Charles 
D. Hamel. After serving as chairman of 
the committee on appeals and review, he 
helped to organize the United States Board 
of Tax Appeals, now the Tax Court of the 
United States, also being first chairman of 
that noted unit. This required a little more 
time—from July, 1924, to April, 1925. 


Then he went on his own, forming the 
tax firm of Hamel, Park & Saunders, with 
offices in the Shoreham Building in Wash- 
ington, of which he is still senior member. 
The other two members of this firm are Lee 
Park, late of the Army, and Benjamin H. 
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Saunders, late of the Army Air Corps. The 
fact that both of his partners have been 
demobilized made it possible for him even 
to think of accepting the new post. 


He helped to organize and was first gen- 
eral counsel of the Joint Congressional 
Committee on Internal Revenue Taxation 
in 1927, remaining there only long enough 
to be sure that it was functioning smoothly. 


Club Membership 


During the years, he has joined a lot of 
clubs, taken an active part in Masonic af- 
fairs, and maintained his contacts with North 





Dakota. Every important man in North 
Dakota knows Charlie Hamel—and vice 
versa. 


He was a member of the compensation 
board of the Board of Economic Warfare 
under Henry A. Wallace and is still a 
fellow of the American Geographic Society 
and a member of the American Bar Asso- 
ciation, the District of Columbia Bar Asso- 
ciation, and the California State Bar 
Association. In addition, he is a member 
of the American Academy of Political and 
Social Science, of the Academy of Political 
Science, and of Sigma Chi, Sigma Nu Phi, 
Delta Sigma Rho and Pi Gamma Mu fra- 
ternities. He is a thirty-second degree 
Mason. 


His clubs in Washington include the Met- 
ropolitan Club, the University Club, the 
Chevy Chase Country Club, the National Press 
Club and the Bohemian in San Francisco. 
He is the author of Practice and Evidence, 
U. S. Board of Tax Appeals, new revised 
edition, 1938. 


For the past fifteen years Mr. Hamel has 
lived what he calls the “easy” life, compared 
with the days ahead and the responsibilities 
which he has chosen to shoulder. In those 
fifteen years, he arose each morning around 
six-thirty a. m., attended to a lot of farm 
supervision chores and home tasks, came 
downtown and took care of other personal 
business before pitching into his office rou- 
tine by nine-fifteen a.m. He generally left 
work by six or six-thirty p. m. Now, of 
course, he expects to be working harder— 
and somehow you have to agree with his 
wife that he might not have chosen the 
easiest road when he accepted the new ap- 
pointment. But tax men ought to realize 
that it was a lucky day for them when 
Charlie Hamel made his recent decision. 
He’ll have to hand down some others before 
they’ll know much more, but at least the first 
one was good. [The End] 


779 





Excess Profits Tax Council 


Joseph D. Nunan, Jr., Commissioner of 
Internal Revenue, and Charles D. Hamel, 
Chairman of the Excess Profits Tax Coun- 
cil, have announced the full membership of 
the fifteen-man Council which has been set 
up within the Bureau of Internal Revenue 
to administer refund claims of corporations 
filed under Section 722 of the Internal 
Revenue Code. 


In connection with the announcement, 
Commissioner Nunan stated: “Now that 
the personnel of the Council has been com- 
pleted, its work should proceed rapidly and 
effectively in order best to serve the true 
interests of both the and the 
taxpayers. 


Government 


“T am confident that this result can be 
expected from this group of men, all dis- 
tinguished in their fields of law, accounting 
and economics, many of whom accepted 
this opportunity of public service at finan- 
cial sacrifice to themselves. Their oppor- 
tunity for service may be measured, not 
alone by the demands of fair play, but also 
by the $8,000,000,000 volume of the claims 
being assigned to their adjudication. 


“T solicit on behalf of these men the 
cooperation of all Section 722 claimants to 
the end that these claims may be disposed 
of with the greatest speed consistent with 
the equities and magnitude of the task.” 


Chairman Hamel added: “I and all the 
other members of the Council appreciate 
the Commissioner’s confidence, and we 
pledge our best efforts to the task he has 
given us. We anticipate active operations 
almost immediately and, with this goal in 
mind, we have called a meeting on July 16 
to draft our procedures and clear the decks 
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for consideration of the vital issues under- 
lying the Section 722 claims.” 


Although all basic interpretations of Sec- 
tion 722 will be subject to the Council’s re- 
view, the initial investigation of these claims 
continues to be the function of the estab- 
lished field offices of the Bureau and this 
work is progressing without interruption in 
order to avoid delays in the eventual appli- 
cation of the principles determined by the 
Council. 


In accordance with a plan which was 
endorsed by the Joint Congressional Com- 
mittee on Internal Revenue Taxation, Com- 
missioner Nunan selected ten of the Council 
members from outside the ranks of the 
3ureau. of Internal Revenue. The leading 
professional societies and many others as- 
sisted the Commissioner in compiling a 
distinguished list of qualified men, and Mr. 
Nunan expressed his regret that more op- 
portunities for utilizing the services of the 
other men were not available. The remain- 
ing five memberships on the Council were 
allotted to members of the Bureau staff who 
were selected for wide experience, not only 
in Section 722 matters, but also in other 
phases of taxation. 


The membership of the Council is as fol- 
lows: 


Charles D. Hamel, Washington attorney, 
is chairman of the Council. Mr. Hamel was 
born in Minneapolis, Minnesota, in 1881. 
He attended the University of North 
Dakota and National University (Wash- 
ington), and entered government service in 
1909. After serving in the Interior, Justice, 
and Treasury Departments, he was appointed 
the first chairman of the Board of Tax 
Appeals (now the Tax Court of the United 
States) when it was created in 1924, He 
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has been in private law practice in Wash- 
ington since 1925. 


Morton P. Fisher, Baltimore attorney. 
He was born in Baltimore in 1897, and is a 
graduate of Johns Hopkins University and 
the University of Maryland. He was a 
special assistant to the Attorney General of 
the United States from 1928 to 1930. From 
1941 to 1943 he was chairman of the Income 
Tax Committee of the Tax Section of the 
American Bar Association. During the re- 
cent war he was decorated for his achieve- 
ments as Chief of the Public Finance 
Branch of the Office of Military Govern- 
ment in Germany and as United States 
member of the four-power committee which 
revised German tax laws to be administered 
during the occupation. 


Charles P. Smith, former judge of the 
Tax Court. Mr. Smith retired last month 
from the Tax Court after serving as one 
of its judges since its creation in 1924. He 
is sixtv-seven and a native of Windham, 
New Hampshire. He is a graduate of 
Brown University and George Washington 
University. He served in the Census Bu- 
reau from 1905 to 1914, and in the Bureau 
of Internal Revenue from 1914 until 1924. 


Henry J. Merry, New York attorney. He 
was born in Pontiac, Michigan, in 1908, and 
received a law degree from the University 
of Michigan. He is also a certified public 
accountant and practiced both law and ac- 
counting in Chicago from 1936 to 1939. 
From 1941 to 1944 he served in the Chief 
Counsel’s Office, Bureau of Internal Reve- 
nue, in Washington, New York, and Buffalo. 
Since 1944 he has been engaged in private 
practice in New York. 


William L. Kumler, Los 
nev. He was born in Bellefontaine. Ohio, 
in 1911. He received arts and law degrees 
from Ohio State University and was ad- 
mitted to the bar in both Ohio and Cali- 
fornia. He is also a qualified accountant. 
He has been engaged in private practice in 
Los Angeles since 1938. 


Angeles attor- 


Eric Louis Kohler, Chicago accountant. 
He was born in Owosso, Michigan, in 1892. 
and is a graduate of the University of 
Michigan and Northwestern University. He 
was licensed as a certified public accountant 
in Illinois in 1916 and practiced in Chicago 
until 1938. From 1938 to 1941, he was head 
of the Finance Department of the Tennessee 
Valley Authority. From 1941 to 1942. he 
was an administrative advisor to the War 
Production Board, and subsequently was a 
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consultant to the Commodity Credit Cor- 
poration. 


Frederic D. Utley, Chicago accountant, 
Born in Illinois in 1886, he is a graduate of 
Harvard University and a certified public 
accountant. After a long career of private 
practice in Sterling and Chicago, Illinois, 
and in Detroit, he served in 1940-1941 as 
field auditor of the Kankakee Ordnance 
Works for the Army in Joliet, Illinois. In 
1941-1942, he was chief project auditor of 
the Army’s Ohio River Ordnance Works at 
Henderson, Kentucky, and in 1942-1943 he 
was a renegotiation consultant of the Army’s 
Chemical Warfare Service in Washington. 
Since 1943, he has been renegotiation con- 
sultant of the Army Quartermaster service 
in Chicago. 


Peter Guy Evans, New York accountart. 
Born in Yonkers, N. Y., in 1909, he received 
accounting and law degrees from Columbia 
University and St. Johns’ Law School. In 
addition to private practice, he has been a 
lecturer and instructor in federal taxation 
at Columbia University, Rutgers University, 
New York University, and Rhode Island 
State College. He was chairman of the re- 
cent pension trust conference of the Con- 


trollers Institute, and is the author of 
numerous articles and booklets on _ tax 
matters. 


Donald Myrick, Santa 
fornia, economist. He was born at Spring- 
field, Massachusetts, in 1893. He is a 
graduate of Princeton University, and also 
took postgraduate studies in business and 
economics at the University of Wisconsin 
and Harvard University. In 1917-1918 he was 
manager of the Santa Barbara Morning 
Press. After serving in the Army in the 
First World War, he became trust officer, 
vice president and director of the First 
National Bank of Santa Barbara, serving in 
the bank for thirteen vears. From 1932 to 
1943, he was an investment counselor i 


Barbara, Cali- 


mM 
Santa Barbara. He came to Washington in 


1943 as a renegotiation consultant and head 
of the Research Unit of the Price Adiust- 
ment Section, Office of the Chief of Ord- 
nance. For this work he received the War 
Department’s official commendation for 
Exceptional Civilian Service. Since Febru- 
arv, he has served as a member of the 
Price Adjustment Board of the Western 
District Air Technical Service Command, 
AAF. He is the author of many articles on 
business and economic subjects. 


Harold Arthur Eppston, Newark, N. J., 


accountant. He was born in Brooklyn, 
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N. Y., in 1897. He was an honor graduate 
of New York University, where he also 
took various graduate courses. He received 
a law degree from Fordham University, and 
is both a member of the bar and also a cer- 
tified public accountant. After a period as 
accountant for the Newark Board of Educa- 
tion, he has since engaged in private prac- 
tice of both law and accounting. 


R. Clifford Hall, Washington economist. 
Born in Chicago in 1885, he holds degrees 
from Northwestern University and Yale 
University. He entered government service 
in 1917 as a forestry engineer. He was a 

ptain of Army engineers in the first 
World War, and subsequently became a 
valuation engineer in the Bureau of Internal 
Revenue for several vears. He returned to 
the forest service in 1926. He went back 
to the Internal Revenue Bureau in 1943 to 
organize the Business and Industrial Re- 
search Division, which he has headed since. 
This Division has been compiling and 
interpreting the basic economic data related 
to Section 722 claims. 


William Bernard Paul, Denver revenue 
agent. He was born in Pinebluff, North 
Carolina, in 1898, and attended Boston Uni- 
versity. He received a law degree from 
\Vestminster Law School (Denver), and is 
both an attorney and a certified public ac- 
countant. He has been in the field service 
of the Income Tax Unit of the Bureau of 
Internal Revenue since 1920, serving in 
\tlanta, Georgia; Key West, Florida; Bos- 
ton, Massachusetts; Bangor, Maine; and 
Denver, Colorado. He has been stationed at 
Denver since 1923, except for brief special 
tours of duty in Washington, which in- 
cluded important work related to Section 
722 claims. He was formerly professor of 
accounting at Regis College (Denver), and 
instructor at the University of Denver, and 
is a former president of the Colorado So- 
ciety of Certified Public Accountants. 


Charles R. Johnston. Washington attor- 
ney. He was born in New York in 1910 and 
was educated at the College of the City of 
New York and also New York Law School. 
From 1935 to 1942, he practiced law in 
New York. He has been on the legal staff 
of the Treasury Department and the Bureau 
ot Internal Revenue since 1942, serving 
particularly as legal adviser to the Salary 
Stabilization Unit from 1943 to date. 


Henry J. Donnelly, Jr., Washington ac- 
countant. Born in Philadelphia in 1908, he 
received a degree in economics from the 
University of Pennsylvania, and is a certi- 
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fied public accountant. He was principal of 
the McCann Business School in Mahanoy 
City, Pennsylvania, and practiced account- 
ing in Philadelphia for several years. He 
entered the Internal Revenue Service in 
1935 as a revenue agent, serving in that 
capacity in Philadelphia and Washington, 
until he entered the Army. During the war, 
he was a major and chief of the Price Ad- 
justment Branch, Legal Division, Office of 
the Chief of Ordnance. Prior to entering 
the Army, he was a Bureau instructor and 
specialist in the excess profits tax, including 
Section 722. 


Clifford W. Stowe, Detroit revenue agent. 
Born in Attleboro, Massachusetts, in 1900, 
he attended Boston University and the 
Bentley School of Accounting. He has been 
an internal revenue agent at Detroit since 
1928, serving recently as assistant agent in 
charge of the Detroit Division. He was also 
a chief conferee in the Detroit office and 
participated in much of the previous re- 
search on Section 722. 


Our Cover 


Stewart Berkshire, who was nominated 
by the President to be Assistant Commis- 
sioner of the Bureau of Internal Revenue, 
has been Deputy Commissioner in charge of 
the Alcohol Tax Unit of the Bureau. He 
has been with the Treasury Department and 
the Bureau since May 20, 1933. A native of 
Indiana and a graduate of the University 
of Kentucky, he is fifty-five years of age, 
and makes his home in Washington, D. C. 

Prior to entering government service he 
practiced law in El Paso, Texas, for fifteen 
years. He was a judge of the Corporation 
Court in that city from 1923 to 1926, City 
Alderman of El Paso in 1927 and 1928, and 
District Attorney for the State of Texas 
from 1929 to 1932. 

He was Chief Counsel for the Alcohol Tax 
Unit, August 22, 1934, and was named 
Deputy Commissioner in charge of that unit 
on September 1, 1935. 


Commissioner's Ruling 


Farmers have misunderstood the Com- 
missioner’s regulations about capitalizing 
their development costs and have been cut- 
ting down their net taxable income by put- 
ting items which properly belong in the 
capitalization account into the current ex- 
pense account. 


The regulations say that expenditures in 
the development of farms, orchards and 
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Charitable, Educational or Religious Char- 
acter of an organization does not depend 
upon how it makes its money, but upon the 
purpose for which it is made. An educa- 
tional association furnished non-educational 
amusement and rented concessions to com- 
mercial entertainers and space to commer- 
cial exhibitors to attract attendance and 
obtain money to pay operating expenses. This 
did not affect its exempt status. (Southeast- 
ern Fair Association v. U. S., Court of Claims, 
October 4, 1943, 52 F. Supp. 219; also Okla- 
homa State Fair and Exposition v. Jones, DC 
Okla., March 24, 1942, 44 Supp. 630; Trinidad 
v. Sagrada Orden, 263 U. S. 578 [1 ustc J 88], 
where a corporation had income from rents, 
interest, sales of stock and even sales of 
wines, chocolates and similar articles; and 
Connelly v. Commission, 6 TC —, No. 96 
[CCH Dec. 15,080].) 


* * a 


Good Will in a Professional Partnership, 
such as one composed of physicians, attor- 
neys or accountants, has ordinarily no value. 
The decision of the Tax Court in Coates v. 
Commissioner, June 13, 1946, 7 TC —, No. 17 
[CCH Dec. 15,224], is substantially based 
on that statement. A partnership agreement 
between accountants provided for the pay- 
ment of a share in partnership earnings to 
estates of deceased partners for five years. 
The Commissioner treated the payments as 
consideration for the purchase by the sur- 
vivors of the decedent’s share in the partner- 
ship and consequently taxed the earnings 
to the survivors. The Tax Court says that 
there is in fact nothing to be purchased in 
a professional partnership without capital 
contributions. The provision in question was 
intended to be a present consideration given 
by each partner upon the formation of the 
partnership as a kind of mutual insurance 
plan. Consequently, the payments were not 
made in liquidation of a capital interest of 
the deceased, since he did not possess such 
an interest. 

+ & 

Is this decision in contradiction to the 
rule that he who earns the money should 
pay the taxes? Certainly not! The surviv- 
ing partners don’t earn the money which 
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they pay to the estate. The compensation 
for their services is the advantage of the 
mutual contract. 

ee & 


Increase of Base Period Income for the pur- 
pose of determining excess profits credit 
was permitted by Tax Court in Laredo Bridge 
Company v. Commission, June 5, 1946, 7 TC 
—, No. 4 [CCH Dec. 15,196]. The taxpayer 
suffered a loss of approximately $70,000 in 
1937 as the result of the condemnation of the 
Mexican end of the international bridge at 
Laredo, Texas. Code Section 711 (c) (1) 
(J) provides for the restoration to income of 
abnormal deductions in a base period year. 
The Commissioner took the somewhat moot 
position that this provision does not apply 
on account of the special provision of 711 
(C) (1) (B) for gains and losses from sales 
or exchanges of capital assets. The latter 
provision exclusively, he held, applied the- 
oretically, but practically without relief for 
the taxpayer because the asset is depreciable 
and the Code section prior to the 1942 amend- 
ment provided for the exclusion only of 
gains, but not of losses from such assets 
from base period income. 


The Tax Court held Section 711 (c) (1) 
(J) to be applicable and restored the loss of 
1937 to base period income. The reasoning 
is sound, the legislative idea being to restore 
base period income to normalcy if it has been 
distorted by extraordinary circumstances, 
thus providing a fair measuring stick for the 
determination of taxable excess profits. 


* * * 


Purchase of His Own Indebtedness by 
dummy trusts did not help the taxpayer cor- 
poration in upholding its debt for the pur- 
pose of deducting interest accruing thereon 
from his gross income. The taxpayer-cor- 
poration owned real property on which a 
second mortgage was outstanding. He used 
three family trusts controlled by him anda 
corporation owned by the trusts to purchase 
the mortgage. The Tax Court considered 
the mortgage from the tax point of view as 
satisfied since the taxpayer controlled the 
new mortgages. It held interest paid was 
not deductible for tax purposes. 
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(Louis Adler Realty Company, Inc., 6 TC 
—, No. 102 |CCH Dec. 15,086].) The circum- 
stances of this case seem to justify the Tax 
Court’s disregarding the corporate entity. 

x ok 

Property Held by the Taxpayer primarily 
jor sale to customers in the ordinary course 
of his trade or business is not considered a 
capital asset. But, as simple as it sounds, 
the rule is difficult in its application to the 
individual case. The Supreme Court of the 
United States stated, without giving any 
general rule, that it requires an examination 
of the facts in each case to determine whether 
the activities of a taxpayer are “carrying on 
a business.” In several decisions the theory 
has developed that capital gain provisions 
are not applicable where taxpayer is engaged 
in developing real estate and marketing the 
property by subdivision and sale by lots. 
(Richard v. Commissioner, January 20, 1936, 81 
F, (2d) 369 [36-1 uste J 9002]; Snell v. Com- 
missioner, July 5, 1938, 97 F. (2d) 891 [38-2 
ustc § 9417]; Welch v. Salomon, September 
14, 1938, 99 F. (2d) 41 [38-2 ustre 9500] ; 
Ehrman v. Commissioner, June 6, 1941, 120 F. 
(2d) 607 [41-2 ustc J 9537] ; Oliver v. Com- 
missioner, November 12, 1943, 138 F. (2d) 910 
[43-2 ustc § 9641]; Gruver, April 11. 1944, 
142 F. (2d) 363 [44-1 ustc 79293]; Brown, 
June 23, 1944, 143 F. (2d) 468 [44-2 ustc 
§ 9376]; McFaddin, July 9, 1943, 2 TC 395 
[CCH Dec. 13,356], affirmed April 14, 1945, 
148 F. (2d) 570 [45-1 ustce J 9262].) That 
subdividing real estate in itself is not suffi- 
cient to constitute a trade or business (though 
that could appear from the Ehrman case), 
was just decided in the case of Farley v. 
Commissioner, June 20, 1946, 7 TC —, No. 24 
[CCH Dec. 15,231]. In that case the tax- 
pavers acquired and used real estate in con- 
nection with a nursery business. In conse- 
quence of the building of streets through 
the taxpayers’ property by the City of New 
Orleans, the property increased in value for 
residential purposes, while decreasing in 
value for use as a nursery. The taxpayers 
sold twenty-five and one-half lots at a profit. 
The Commissioner found the characteristics 


of a trade or business in the frequency and 
continuity of the sales. But the Tax Court 
found an essential business feature missing. 
Taxpayers made no active efforts to sell, 
neither advertised nor hired agents nor erected 
signs nor constructed any improvements to 
facilitate the sale for industrial purposes, but 
merely accepted offers made to them. The 
fact that without any such activity as de- 
scribed there can be no business, is the 
obvious conclusion of the Tax Court, who 
applied capital gain provisions to the sales 
profit. 
* * * 


Constructive Receipt of Income requires 
that the income be unqualifiedly at the de- 
mand of the recipient. In the case of Julian 
Robertson v. Commissioner, May 14, 1946, 
6 TC —, No. 134 [CCH Dec. 15,156], a cor- 
poration paid an amount of $12,500 into a 
trust in 1941 with the proviso that the trus- 
tee purchase an annuity or retirement con- 
tract, the trustee being the beneficiary and 
directed to pay stipulated annuities to a 
leading employee upon his reaching the age 
of sixty years or to several members of his 
family upon his death. If he terminated the 
employment voluntarily or was discharged 
for proper cause prior to the expiration of 
the term, he and his relatives would lose all 
rights in the trust. The Commissioner treated 
the amount as a bonus and included it in 
gross income. The taxpayer did not rely 
upon Section 165 of the Code relating to 
stock bonus or profit-sharing trusts but 
merely upon the fact that the amount of 
$12,500 was neither actually nor construc- 
tively received. The Tax Court decided in 
favor of the taxpayer on the ground that his 
right depended upon his continuance in em- 
ployment until the termination of the em- 
ployment contract. But as the Supreme Court 
of the United States said in Corliss v. Bowes, 
281 U. S. 376 [2 ustc J 525], only “the in- 
come that is subject to a man’s unfettered 
command and that he is free to enjoy at his 
own option may be taxed to him as his in- 


come.” [The End] 


American Public Worth 250 Billion Dollars 


At the end of World War II the American public, businesses and individuals, 
had $25 billion in currency, $75 billion in demand deposits, $50 billion in time 
deposits, and $100 billion in government securities (Department of Commerce 


figures). 


Tax Items of Special Interest 





INTERPRETATIONS 


Court... Administrative 


SUPREME COURT 


Husband and wife partnerships.—Tax 
Court’s finding that the wife was not a 
member of a Michigan partnership formed 
to take over a corporation in which her 
husband had been the principal stockholder 
was amply supported by the _ evidence. 
Three days before formation of the part- 
nership, the husband gave his wife shares 
in the corporation, and she transferred the 
assets received by her in liquidation to 
the partnership. She rendered no services 
to the partnership. It is immaterial that the 
partnership might be held valid for purposes 
of state law. Two dissents. Sup. Ct. Com- 
missioner of Internal Revenue, Petitioner, v. 
Francis E. Tower. 46-1 ustc § 9189. 


APPELLATE AND LOWER COURTS 


Income from sources within the United 
States: Sale of motion picture rights by 
nonresident alien: Allocation of sources. 
—Where a non-resident alien assigned by 
contract for lump sums, the motion picture 
rights throughout the world of certain of 
his works, whereby the vendees received 
income therefrom both within and without 
the United States, the contracts being exe- 
cuted and the moneys paid in United States 
by American corporations, and it appearing 
that no segregation of the amount paid was 
made between the rights exercised in the 
United States and the world-wide rights, 
the Tax Court’s finding that the income so 
taxed arose from sources within the United 
States was held warranted by the evidence. 
The record showed no sufficient basis for 
allocating a part of the consideration to 
foreign uses for he purpose of allowing a 
deduction from the gross receipts. CCA-2. 
Ferenc (Franz) Molnar, Petitioner, v. Com- 
missioner of Internal Revenue, Respondent. 
46-1 ustc § 9303. 


Excess profits tax: Merger: Year less 
than 12 months.—Taxpayer by merger effec- 
tive June 30, 1941 acquired all of the old 
company’s assets and assumed its liabilities, 
including that for excess profits tax for the 
period of its existence in 1941. The old 
company filed its tax returns on the calen- 
dar year basis. In its excess profits tax 


* 


returm for the six-month period ending June 
30, 1941, it offset the applicable credits 
against its excess profits net income (under 
the income credit method) for the six-month 
peroid without placing such income on an 
annual basis. 
from January 1, 1941 to June 30, 1941, con. 
stituted a short taxable year 
meaning of Code Sec. 711(a)(3). 
ciency sustained. CCA-2. 
pany, Petitioner v. Commissioner of Interna 


Revenue, Respondent. 46-1 ustc J 5903. 


Def- 


Estates and trusts: Income of estate dur. 
ing administration: Interest on estate ta 
deficiency: Exercise of discretionary power. 
—Where the trustee, in the exercise of his 
discretionary power, charged to. current 
income the interest due on an estate tax 


deficiency against the grantor’s estate, witi-P 


held such amount from the beneficiary and 
caused said deficiency to be paid, it was held 
that such amount was not taxable to the 
beneficiary as income distributable to her. 
CCA-2. Commissioner of Internal Revenue 
Petitioner, v. Elizabeth F. Wade, Respondent 
46-1 ustc J 9299. 


Determination of gain or loss: Complete 
liquidation: Presently-ascertainable value of 
of oil interests: Prima facie determination. 
—The exchange of stock for property upon 
the complete liquidation of a corporation is 
an income-realizing event, and the fair mar- 
ket value of the distributed assets must be 
determined. Accordingly, it is held that the 
right to share in the oil to be gotten from 
producing wells, and others to be drilled in 
the same field, has a presently-ascertainable 
pecuniary value. The Commissioner having 
determined such market value in the exer- 
cise of his judgment upon the evidentiary 
facts before him, it was held that such deter- 
mination was prima facie correct, and the 
burden was on taxpayer to prove it was 
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eroneous. Calvin A. Fleming v. Commis- 
sioner, 46-1 ustc § 9165, followed. CCA-5. 
Albert Fleming, Petitioner, v. Commissioner 
if Internal Revenue, Respondent. Commis- 
soner of Internal Revenue, Petitioner, v. 


Albert Fleming, Respondent. 46-1 vustc 
£9296. 


Family trusts: Husband and wife: Gift of 
interest—Where taxpayers, operating a 
business of manufacturing blue print paper 
as a partnership since 1932, executed certain 
written agreements with their wives in 1936 
which recited that verbal gifts had previ- 
ously been made by them to the wives of a 
half interest of their separate partnership 
interests, and declaring that their wives 
were to be equal owners with them in the 
assets of the business and entitled to one- 
fourth each of the profits, it is held the 
wives were not partners for tax purposes, 
since they rendered no services whatever 
and contributed no capital of their own to 


‘the partnership, whose earnings during the 
‘taxable year were due to the personal serv- 


ices of the husbands who exercised full 
control of the business. Commissioner v. 
Tower, 326 U. S. —, 46-1 ustc J 9189, and 
other cases, followed. CCA-6. George D. 
Livie, Petitioner, v. Commissioner of Internal 
Revenue, Respondent. 


Gross income: Exclusions: Compensation 
after death: Payment to widow of fireman 
under Georgia Act.—Payments of $100 per 
month received by a widow of a captain of 
the fire department of Atlanta, Georgia, pur- 
suant to an Act of the General Assembly of 
the State of Georgia, approved August 13, 
1924. where during his employment with the 
department deductions were made from his 
salary, constituted gross income to the 
widow as compensation for personal serv- 
ices within the meaning of Code Sec. 22(a). 
Refund denied. DC Ga. Amy H. Varnedoe, 
Plaintiff, v. Marion H. Allen, Collector of 
Internal Revenue, Defendant. 46-1 ustc 


92905 


Individual returns: Community property: 


Prenuptial agreement: Irrevocable under 
Louisiana law: Management by husband 
after death Under the property laws of 
Louisiana the terms of a prenuptial contract 
prevail over any written or oral agreement 
entered into by the parties after the mar- 
tiage has been solemnized. Accordingly, a 
claim of refund based on the taxpayer’s con- 
tention that the husband administered her 
separate property, which hereby fell into 
the community, was denied where a prenup- 
tial agreement was made between taxpayer 


Interpretations 


and her husband that their separate prop- 
erty should remain separate after their 
marriage and form no part of the commu- 
nity of acquets and gains. DC La. Mrs. 
Stuart Sanderson Clay, Wife of Louis House 
Clay, v. United States of America. 46-1 ustc 
1 9307. 


Gross income: Payment to widow for life 
by employer of deceased husband: When 
not a paid-up annuity.—Payments received 
by a widow under a contract made by her 
deceased husband with his employer where- 
by she was entitled to monthly payments of 
$1000 after the husband’s death for the 
period of her lifetime in consideration of his 
refraining from going into business for him- 
self, were held to be fully taxable to her, 
where the payments were from income of a 
business in which the husband had no in- 
terest, and were uncertain in amount but 
limited to $12,000 a year. The agreement 
constituted a grant of profits to be earned 
by the employer, and not the grant of a 
paid-up annuity. DC Mo. Jennie C. Flar- 
sheim, Appellant, v. United States of America, 
Appellee. Jennie C. Flarsheim, Appellant, v. 
United States of America, Appellee. 46-1 ustc 
7 9305. 


Deductions: Legal expenses: Court action 
on behalf of incompetent: Election to take 
share in intestacy: Application of Sec. 23 
(a) (2).—Legal expenses of an incompetent’s 
committee, incurred in a proceeding in the 
New York Supreme Court, instituted for the 
purpose of obtaining instructions as to 
whether the committee should elect on be- 
half of the incompetent to take his share, as 
in intestacy, of his deceased wife’s estate, 
under the Decedent Estate Law of New 
York, which proceedings resulted in a deci- 
sion against such election, were held to be 
deductible under Code Sec. 23 (a) (2), as 
interpreted by amendment to Regulations 
following the decision in Trust of Bingham 
v. Commissioner, 325 U. S. 365, 45-2 ustc 
(9327. DCN. Y. Lothair S. Kohnstamm 
and United States Trust Company of New 
York, as Executors of the Last Will and 
Testament of Joseph Kohnstamm, Deceased, 
Plaintiffs, v. William J. Pedrick, Collector of 
Internal Revenue, Defendant. 46-1  ustc 
7 9304. 


Temporary injunction to restrain collec- 
tion: Pendency of claim for refund: Irrepa- 
rable damage to business.—Where taxpayer 
was unable to pay the whole amount of an 
alleged deficiency of tax, but it was found 
that his business, as a going concern with 
good will, had a probable value in excess of 
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the physical properties thereof, and that, 
if the Collector were allowed to attach same 
in satisfaction of the unpaid taxes, the busi- 
ness would probably be destroyed, it was 
held that the Collector be temporarily en- 
joined from proceeding with the attachment 
during the pendency of taxpayer’s claim for 
refund of that part of the deficiency already 
paid; it appearing to the Court on a prelimi- 
nary showing that taxpayer was probably 
entitled to recover at least a portion of the 
amount of tax so paid or tendered. DC 
Okla. John O. Schuster, d/b/a General Ma- 
chine Works, and as the A & A Tool & 
Supply Company, Plaintiff, v. S. H. Sturgeon, 
as Acting Collector of Internal Revenue in and 
for the State of Oklahoma; H. C. Jones, as 
Former Collector of Internal Revenue im and 
for the State of Oklahoma; and the United 
States of America, Defendants. 46-1 ustc 
1 9306. 


TAX COURT 


Partnerships: Partnership not taxable: 
Partnership formed by members of family: 
Capital and services.—Taxpayer in 1940 
transferred an undivided 34% interest in 
mills and milling equipment to his wife in- 
dividually, and by four deeds of trust, an 
additional 34% interest in the same property 
to her as trustee for their four minor chil- 
dren. Subsequently a partnership was entered 
into by taxpayer and his wife, individually 
and as trustee, the agreement describing the 
capital as the aggregate interest owned by 
each in the mills and milling equipment. 
Under this agreement the partnership con- 
ducted a lumber business, taxpayer acting 
as general manager, retaining conrol of 
checks and making all decisions. The agree- 
ment desginated the wife as secretary and 
bookkeeper, exempted her from devoting 
full time to the business, and required that 
she merely “ascertain and require” that ade- 
quate records were kept, and examine them 
once each month. In 1941 the business 
required additional capital. The wife, indi- 
vidually and as trustee, contributed $20,000.00 
which she had borrowed from taxpayer’s 
brother on her unsecured notes. The loan 
was later repaid from partnership funds. 
The Tax Court, applying the test announced 


in Commissioner v. Tower, 1 ustc f 9246, 148 
Fed. (2d) 388 held that since the wife con- 
tributed no capital originating with her, did 
not share in the management and control of 
the business, and otherwise performed no 
vital additional services, the partnership was 
not real within the meaning of the federal 
revenue laws. W. A. Belcher v. Commis. 
stoner, CCH Dec. 15,229. 


(1) Family partnerships: Husband and 
wife: Unequal contributions: No partnership 
under Michigan law: Allocation of tax based 
on contributions.—The question at issue was 
whether the income from an alleged part- 
nership between husband and wife, operating 
an automobile agency, was properly taxable 
to the husband or might be divided between 
them. The wife contributed $4,900 out of 
$17,443.49, stated to be the net worth of the 
business as of October 10, 1941, when they 
purportedly formed the partnership. It was 
found that the wife did not contribute sub-f 
stantially to the control and management off 
the business, nor otherwise perform vital} 
additional services. Though capital was anf, 
essential factor, the income earned by thep 
business was principally due to the personalf 
service of the husband. The contract off 
partnership made no mention of capital 
contributions or to services to be rendered 
by the parties. It was further found that 
the parties knew that such contract of part- 
nership was ineffective under the law of 
Michigan. On these facts it was held that 
was no real intention of entering into a part- 
nership, and that the agreement resulted in 
a business arrangement whereby they shouldf 
be taxed in proportion to their respective 
contributions to capital and services. Sincef 
the income was chiefly due to the husband's} 
services and the greater amount of capital, }J 


it was held that he earned, and was taxable é 


on, 80 per cent of the income of the busi- 
ness, beginning on October 10, 1941, and his fj 
wife was taxable on the remaining 20 per 
cent, beginning the same date. 


(2) Negligence penalty: Clerical error.— | 
Where a minor discrepancy in taxpayer's 
return was due to a clerical error on the 
books, it was held that it was not sufficient 
to warrant the imposition of the negligence 
penalty. Claire L. Canfield v. Commissioner, 
CCH Dec. 15.225. 


——— Qo 
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FAMILY PARTNERSHIPS—Continued from page 745 








It is of particular importance to note that 
although in this case the Commissioner of 
Internal Revenue was upheld with respect 
to the failure of the partnership to qualify 
as a bona fide one for purposes of income 
tax, nevertheless the Commissioner was 
overruled by the Tax Court with respect to 
the rentals from the building purchased by 
the wives out of a portion of the partnership 
income and leased to the partnership. Such 
rental income was the individual income of 
the respective wives. 

To establish a family partnership to stand 
scrutiny by the court, the following should 
be kept in mind: 


Fundamentals: (1) The wife’s contribu- 
tion from her separate property, or from a 
gift made in point of time at a sufficiently 
distant date to avoid any connection with 
the later investment thereof in the business 
as a condition of the original gift; or 

(2) The wife’s activity in the business. She 
should fill a position involving responsibility 
and trust. She should devote time and ef- 
fort to the running of the business. 


Formalities: (1) Power to write checks. 
This right is generally given to partners 
who are active in a business and should not 
be withheld from a wife who is a partner. 

(2) Disposition of partnership profits. The 
profits of the partner-wife are her separate 
property and should be deposited in a bank 
account in her name alone, on account over 
which the husband has no control. 


(3) Partnership information returns. These 


partners. The amount of distribution made 
to the wife should accord with her partner- 
ship interest in the business. 


(4) Use of wife’s partnership income. The 
wife should not use her partnership income 
to pay the ordinary family running expenses; 
these are the obligations of the husband, 
and he should pay them either out of com- 
munity income or out of his separate prop- 
erty partnership income. The wife should 
use her separate property partnership in- 
come to buy life insurance on her husband’s 
life; she should apply for such life insurance, 
be the owner of all incidents of ownership 
therein and the beneficiary thereunder, and 
name her children as the contingent. benefi- 
ciaries, thus removing all of such life insur- 
ance from the estate of her husband for 
death tax purposes, federal and state. 





Family Partnerships 


There are several advantages to be ob- 
tained from establishing valid family part- 
nerships, even in community property states, 
where the income tax advantage of division of 
family income between husband and wife is not 
so important because of the community 
property rules which concurrently permit 
this division if the income be community. 


Subsequent to the Revenue Act of 1942 
taxing all of the community property, for 
estate tax purposes, in the estate of the 
spouse first to die, with the exception of 
that part which can be proved to have been 
contributed by the personal services of the 
survivor, and in no event taxing less than 
the amount of community property over 
which the decedent had power of testa- 
mentary disposition, the necessity to estab- 
lish separate estates within the family unit 
is more urgent than ever. A valid family 
partnership is an ideal way in which to do 
this. Through partnership earnings and in- 
vestment of these earnings, the estates of 
husbands and wives can be more nearly 
equalized. Separate estates will prevent es- 
tate tax from being levied on the survivor’s 
share of the family earnings. 


With her separate property partnership 
profits, a wife can purchase insurance upon 
the life of her husband. If all incidents of 
ownership are retained in the wife and all 
premium payments are met with her sepa- 
rate funds, the money received upon the 
husband’s death belongs to the wife and is 
never a part of the husband’s estate for es- 
tate tax purposes. 


Where family partnerships include chil- 
dren, a further income tax saving is possible 
through the splitting of income by the addi- 
tion of other taxable entities. The same 
care must be taken with respect to children 
as partners to conform to the tests the courts 
set up for valid family partnerships, as for 
the inclusion of wives as partners. 


Family partnerships which are not gen- 
uine but which result from the “Indian- 
giver” propensities of certain husbands, have 
always been on a dangerous tax footing. 
But bona fide family partnerships continue 
as always, to be, effective for all purposes, 
including federal income taxes. The Tower 
and Lusthaus cases are guide posts not only 
in showing what not to do, in family part- 
nerships, but also in showing what to do. 


[The End] 
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STATE TAX 


ALABAMA 
September 1 


Automobile dealers’ reports due. 


September 10 
Automobile dealers’ reports due. 


Report and payment of service licensees 
of alcoholic beverages due. 


Reports of manufacturers and distributors 
of alcoholic beverages due. 


Tobacco stamp and use tax report and 
payment due. 


Tobacco wholesalers’ and jobbers’ reports 
due. 


September 15—— 


Carriers’, warehouses’ and transporters’ 
gasoline tax reports due. 

Carriers’, warehouses’ and transporters’ 
lubricating oils tax reports due. 

Income tax installment due. 


Motor carriers’ mileage report and tax 
due. 


Oil and gas conservation tax report and 
payment due. 


September 20 
Automobile dealers’ reports due. 


Coal and iron ore mining tax report and 
payment due. 


Gasoline tax report and payment due. 


Lubricating oils tax report and payment 
due. 


Motor fuel tax report and payment due. 


Sales tax reports and payments due. 


ARIZONA 
First Monday 


First half of real estate and secured per- 
sonal property taxes due. 


September 5—— 


Alcoholic beverages licensees’ report due. 


Second Monday 


Tax due on unsecured personal property 
within $200 value. 


September 10 


Report and payment of wholesalers of 
malt, vinous and spirituous liquors due. 
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September 15—— 
Gross income reports and payments due, 
Motor carriers’ reports and taxes due. 
Use fuel tax report and payment due. 


September 25—— 


Motor vehicle fuel distributors’, whole- 
salers’ and carriers’ reports and pay- 
ments due. 


ARKANSAS 
September 1 
Transportation, freight line and private 
car companies’ mileage reports due. 
September 10—— 


Alcoholic beverages consumers’ sales taxes 
due. 


Cigarette reports due. 
Motor fuel carriers’ reports due. 


Natural resources 
and payment due. 


September 15—— 


Alcoholic beverage reports due. 
D> 


severance tax report 


Oil and gas reports and payments due. 


September 20 
Gross receipts tax report and payment 
due. 


Use fuel tax report and payment due. 


September 25—— 


General gasoline taxes and reports due. 
Motor vehicle report on fuel brought into 
state due. 


CALIFORNIA 
September 1 
Common carrier distilled spirits tax re- 
port and payment due. 


Gasoline tax report and payment due. 


September 15—— 
3eer and wine report and tax due. 
Distilled spirits report and tax due. 


Second installment personal income tax 
due. 


Use fuel tax report and tax due. 


September 20 


Motor carriers’ gross receipts tax due. 
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COLORADO 





September 1 
Second installment of real and personal 
property taxes delinquent. 
September 5—— 
Alcoholic beverage manufacturers’ reports 
due. 
Motor carriers’ tax due. 
September 10—— 
Motor carriers’ reports due. 


September 15—— 

Coal mine owners’ reports due. 

Income tax second installment due. 

Sales tax reports and payments due. 

Use tax reports and payments due. 
September 25—— 

Coal royalty tax due. 

Gasoline (including diesel fuel) tax re- 

ports and payments due. 


CONNECTICUT 
September 1—— 


Gasoline tax due. 
September 10—— 
Cigarette tax report due. 
September 15—— 
Gasoline and use fuel tax reports due. 


September 20-—— 


Alcoholic beverage tax return and pay- 
ment due. 


State Tax Calendar 


DELAWARE 


September 15—— 


Filling stations’ gasoline tax reports due. 


Reports of manufacturers and importers 
of alcoholic beverages due. 


September 30-—— 


Distributors’ gasoline tax report and pay- 
ment and carriers’ report due. 


DISTRICT OF COLUMBIA 
September 1 





First half of general property tax due. 

First half of gross earnings tax on banks 
due. 

First half of gross receipts tax of bonding, 
title, guaranty and fidelity companies 
and building associations due. 

First half of gross receipts tax on gas, 


electric lighting and telephone com- 
panies due. 


September 10 


Reports of licensed manufacturers and 
wholesalers of beer due. 


Reports of licensed manufacturers, whole- 
salers or retailers of alcoholic beverages 
due. 

September 15—— 

Tax on beer due. 





September 25—— 


Gasoline tax report and payment due. 


FLORIDA 





September 1 
Motor transportation companies’ reports 
and taxes due. 
September 10—— 
Agents’ and wholesalers’ cigarette tax re- 
ports due. 
Manufacturers’ and distributors’ alcoholic 
beverages reports and taxes due. 
September 15—— 


Gasoline sales, use and storage reports 
and taxes due. 


Transporters’ and carriers’ alcoholic bev- 
erages reports due. 
September 25—— 
Oil and gas severance reports and taxes 


due. 
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September 10—— 
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GEORGIA 
September 10—— 

Cigar and cigarette reports due. 
Liquor wholesalers’ reports due. 
Motor carriers’ reports due. 


September 15—— 
Income tax third installment due. 


Malt beverage tax report due. 





September 20 


Gasoline tax report and payment due. 






IDAHO 





September 1 


Franchise tax annual statement due. 












Dairy products substitutes dealers’ reports 
due. 


September 15—— 


Beer dealers’, brewers’ and wholesalers’ 


reports due. 
Cigarette wholesalers’ 
ports due. 


drop shipment re- 


Electric generating companies’ kilowatt 
hour statement and tax payment due. 
Fuel dealers’ 

due. 


reports and tax payments 


Gasoline dealers’ tax report and payment 
due. 


Income tax, second installment, due. 


Public utilities’ statement and tax due. 


September 30—— 


Beer tax, additional, due. 


Public utilities’ annual report due. 








ILLINOIS 





Private car line 
installment, 


companies’ second 


due. 


tax, 


Real property second 


due. 


taxes, instalment, 


Insurance surplus line brokers’ reports due. 


Motor carriers’ mileage tax due. 


\lcoholic beverage tax reports due. 
Cigarette tax return due. 
Electricity tax report and tax due. 


(;as tax report and tax due. 





August, 


Messages tax report and tax due. 
Sales tax report and payment due. 
September 20 
Gasoline tax report and payment due. 


September 30—— 


Gasoline transporters’ 





tax report due. 


INDIANA 
September 1 
Alcoholic vinous beverage tax due. 





September 15—— 
Alcoholic vinous beverage tax due. 
Fuel use tax reports and payments due. 


September 20 
Bank share tax report and payment due. 
3uilding and loan associations’ intangibles 

tax reports and payments due. 


September 25—— 


Gasoline tax report and payment due. 


IOWA 





September 1 


General property taxes( second half) due. 





September 10 
Carriers’ gasoline tax reports due. 

Cigarette vendors’ 

Class “A” permittees’ beer tax report and 
payment due. 


reports due. 


September 20 


Distributors’ gasoline tax report and pay- 
ment due, 





September 30 


Second installment of income 


tax due. 
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KANSAS 
September 5 


Cigarette distributors’ reports due. 
September 10 
Alcoholic and malt beverages wholesalers’ 
and distributors’ reports and taxes due. 
Malt beverage dealers’ reports and taxes 
due. 
September 15 


Carriers’ gasoline and fuel use tax reports 
and fees due. 


Compensating tax report and payment due. 
Motor carriers’ gross ton mileage tax re- 
port and payment due. 
September 20—— 
Sales tax report and payment due. 
Special fuel use tax report and payment 
due. 
September 25 


Gasoline tax report and payment due. 


KENTUCKY 
September 1 


Tax on bank deposits due. 
September 2 

Property taxes on distilled spirits due. 
September 10 


\musement and entertainment report and 
tax due. 


Cigarette tax reports due. 
Refiners’ and importers’ gasoline tax re- 
port due. 
September 15—— 
Alcoholic beverage reports due. 
Fuel use tax reports and payment due. 
Passenger carriers’ mileage tax due. 


Public utilities’ gross receipts tax reports 
and payment due. 


State Tax Calendar 


September 20—— 
Oil production tax report and payment 
due. 
September 30 


Dealers’ and transporters’ gasoline tax re- 
port and payment due. 


LOUISIANA 
September 1 


Tobacco wholesalers’ reports due. 


September 10—— 
Alcoholic beverage importers’ reports due. 
Gasoline importers’ reports due. 
Kerosene importers’ reports due. 
Lubricating oil importers’ reports due. 


September 15 
Alcoholic beverage carriers’ reports due. 


Intoxicating liquor manufacturers’ and 
dealers’ reports due. 


Lubricating oil carriers’ reports due. 
Tobacco report due. 


September 20 
Alcoholic beverage reports and taxes due. 
Fuel use tax report and payment due. 
Gasoline dealers’ reports and tax due. 
Kerosene dealers’ reports and tax due. 


Lubricating oil dealers’ reports and tax 
due. 


New Orleans City sales and use tax re- 
ports and payment due. 


Sales and use tax report and payment due. 


MAINE 
September 1 


Domestic corporation franchise tax due. 


September 10—— 


Malt beverages manufacturers’ and whole- 
salers’ report due. 


September 15—— 


Use fuel tax report and payment due. 


September 30-—— 


Gasoline tax report and payment due. 


MARYLAND 
September 5—— 


Public passenger motor vehicles’ report 
of excess operations due. 
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September 10—— 
Admissions tax payment due. 


September 15—— 
Third installment of income taxes due. 


September 30 


Report of purchasers of 
motor fuel due. 


Beer tax report and payment due. 
Gasoline t 


cargo lots of 


ax report and payment due. 


MASSACHUSETTS 
September 10—— 


Alcoholic beverage excise tax report and 
payment due. 


Meals excise tax report and payment due. 
September 20—— 
Cigarette distributors’ tax report and pay- 
ment due. 
September 30 


Motor fuel tax report and payment due. 


MICHIGAN 
September 1 


Oil and gas producers’ severance tax and 
reports due. 


September 5—— 
Carriers’ 


gasoline tax report and payment 
due. 


September 10 
Common and contract carrier report and 

fees due. 

September 15 


Sales and use tax reports and payments 
due. 


September 20 


Distributors’ gasoline tax report and pay- 
ment due. 


Last day to make gas and oil severance 
tax report and payment. 


September 30 


Common and contract carriers’ 


quarterly 
report due within 30 days. 


MINNESOTA 
September 1 
Gross earnings taxes of railroads due. 
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August, 


September 10—— 
Wholesalers’, brewers’, and manufactur- 
ers’ alcoholic beverage reports due. 
September 15—— 
Income tax, second installment, due. 
Interstate motor carriers’ mileage tax due. 


September 23 


Distributors’ gasoline tax report and pay- 
ment due. 


Special use fuel tax report and payment 
due. 


MISSISSIPPI 
September 1 


Oyster inspection and shrimp tax due. 


September 5—— 
Factories’ reports due. 


September 10 
Admissions tax reports and payment duc. 


September 15—— 
Alcoholic beverages reports due. 
Gasoline tax reports and payment due. 


Income tax quarterly installment due if 
return is made on calendar year basis. 


Report of manufacturers, distributors and 
wholesalers of tobacco due. 


Sales tax reports and payment due. 


Timber severance tax reports and payment 
due. 


Use tax reports and payment due. 


September 25—— 


Oil severance tax and report due. 


MISSOURI 
September 1 


First class city property taxes due between 
May 1 and September 1. 
Second class city property taxes due. 


tpn we 


oS ait 
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Itinerant vendors’ reports due. 
Potato shippers’ monthly reports due. 


NEVADA 





















September 10 
Liquor reports of out-of-state vendors due. 


September 15—— 
Gasoline carriers’ tax report due. 





Liquor reports of importers and manufac- 
turers due. 


September 25—— 

. . ee ; : Fuel users’ tax reports and payment due. 
Non-intoxicating beer permittees’ report : 

due Gasoline tax reports and payment due. 


September 5 








September 15—— 


Alcoholic beverage report due. NEW HAMPSHIRE 
Retail sales tax reports and payment due. September 10—— 
Alcoholic beverages reports due; permit- 
September 25—— & P P 


tees’ payment due. 


Use fuel tax report and payment due. Unlicensed fire insurance companies’ agents’ 


monthly reports due. 
MONTANA September 15—— 
September 15—— Use fuel tax report and payment due. 
Carriers’ gasoline tax reports due. 





September 30 
Electric companies’ report and tax due. Carriers’ reports of motor fuel deliveries 
Gasoline tax reports and payment due. due. 
Report and payment of brewers, whole- Motor fuel report and tax due. 












salers and transporters of beer due. 





September 20 


Reports of producers, transporters, dealers 
and refiners of crude petroleum due. 





NEW JERSEY 





September 1 
Gross receipts taxes on certain utilities due. 


September 10—— 
Municipalities’ busses’ gross receipts re- 


September 25 


Pipe line companies’ annual reports due. 





September 30—— port and tax due. 
Express companies’ annual license tax Municipalities’ jitneys’ gross receipts re- 
due. port and tax due. 









Report and excise tax on interstate busses 
due. 


NEBRASKA 
September 5—— September 30 


Carriers’ gasoline tax report due. 





Grain warehouse operators’ reports due. eis: , é 
Distributors’ gasoline reports and pay- 
September 10—— ment due. 


Employment agencies’ reports due. 





September 15—— NEW MEXICO 


\lcoholic beverage manufacturers’ and September 15—— 
wholesale distributors’ reports due. 






Occupational gross income tax reports and 
All monthly motor vehicle fuel tax re- payment due. 


ports and payments due. Oil and gas conservation report and pay- 


Gasoline sales and use tax reports and ment due. 
payments due. Severance tax and report due. 
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September 20—— 


Franchise bus carriers’ and franchise haul- 

1 ers’ reports and payments due. 

rCtit) A Gasoline and other motor fuels taxes and 
“ reports due. 


NORTH DAKOTA 
September 1 


Oil inspection reports due. 
September 10 

Cigarette distributors’ tax due. 
September 20-—— 


September 15—— 
Motor carriers’ report and tax due. 


Seer tax reports and payment due. 
Pipe line operators’ license tax due. Gasoline tax reports and payment due. 
Interstate motor carriers’ tax due 
September 25—— y ; 3 


: Liquor transaction invoices and tax , 

Gasoline tax report and payment due. iquor transaction invoices and tax due. 
. . ‘Third installment of income tax due. 

Use or compensating report and payment d installment ncome tax due 
due. 


September 25 


Use fuel tax reports and payment due. 
NEW YORK September 30 
September 1 


Cream station and dairy reports due. 
Banks’ report and tax due. Grain warehouse reports due. 
September 20 


Alcoholic beverage taxes and reports due. 


CHIO 
September 25—— September 10 
New York City conduit companies’ taxes Admissions tax report and payment due. 
and reports due. Cigarette wholesalers’ report due. 
New York City public utility excise re- Class “A” and “B” permittees’ alcoholic 
turns and payments due. beverage reports due. 
Utilities taxable under Sec. 186-a, Tax Last day to file excise tax reports by rail- 
lLaw, file quarterly reports and pay tax. roads. 
September 30 September 15 


Gasoline tax reports and payment duce. Use tax report on cigarettes due. 


September 20 
NORTH CAROLINA 


Dealers’ gasoline tax reports due. 
September 10 Last half of grain handling tax due. 
Last half of personal property taxes of 
taxpayers making returns to county audi- 
tors and tangible property taxes of in- 
tercounty corporations due. 

Tobacco (scrap or untied tobacco) deal- 
ers’ reports due. 


Carriers’ gasoline tax reports due. 


Railroads’ alcoholic beverage report and 
tax due. 


Unfortified wine additional tax and _ re- 
ports due. 


September 15—— 
Income tax payments of those 


not on 
fiscal year basis due. 


Sales tax report and payment due. 
Spirituous liquor tax due. 


Use tax report and payment due. 
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September 30-——— 




































» haul- Carriers’ gasoline tax report due. 
Gasoline tax due. 
es and 
OKLAHOMA 
September 1 
I-xcise tax on petroleum, report and tax 
due. 
Oil, gas and mineral gross production re- 
ports and payment due. 
September 5—— 
teports from mines, other than coal, due. 
September 10 
due. iis ; 
\irports’ gross income report and tax due. 
Cigarette tax reports due. 
due. , , 
Coin-operated music boxes reports and 
ie. tax due. 
Non-intoxicating alcoholic beverage re- 
duc. ports and payment due. 
September 15 
e. Gasoline dealers’, retailers’ and carriers’ 
reports due. 
Income tax due—second half. 
Inspection tax on petroleum products, re- 
port and tax due. 
Sales tax reports and payment due. 
it due. lobacco products reports due. 






September 20-——— 


Coal mine operators’ report due. 


lcoholic 






























ew rail- Gasoline distributors’ reports and payment 
i due. 
Fuel use tax report and payment due. 
Use tax reports and payment due. 
September 30 

Fur dealers’ reports due. 

le. 

faxes of 

aty audi- 

s of in- 

» 
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OREGON 


September 1 





Annual franchise tax of cooperatives re- 
port due. 


September 10—— 


Oil production tax reports and payment 
due. 


September 15—— 


Annual franchise fees due. 





September 20 
Alcoholic beverage tax report and pay- 
ment due. 
Motor carriers’ report and tax due. 
Use fuel tax report and payment due. 





September 25 
Gasoline tax payment and reports due. 


PENNSYLVANIA 
September 10 
Importers of spirituous and vinous liquors 
report due. 
Malt beverage reports due. 


September 15—— 


Employers’ return of tax withheld at the 
source under the Philadelphia income 
tax due. 

Manufacturers’ alcoholic beverage tax re- 
port and payment due. 

Philadelphia income tax third installment 
due. 


September 30-—— 


Gasoline tax reports and payment due. 











RHODE ISLAND 
September 10 
Manufacturers’ alcoholic beverage report 





due. 
Tobacco product tax reports due. 
September 15—— 
Gasoline distributors’ monthly report and 


tax due. 
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SOUTH CAROLINA 
September 10 


Admissions tax reports and payment due. 
Alcoholic liquor wholesalers’ report due. 
3eer and wine wholesalers’ report due. 


Power tax and report of public utilities 
due. 


Soft drink tax report and payment due. 
September 15—— 
Property taxes due between this date and 
December 31. 
September 20 
Fuel oil dealers’ report and payment due. 
Gasoline tax report and payment due. 
Utilities’ report of gasoline shipments due. 
September 30 


Phosphates royalty for third quarter due. 


SOUTH DAKOTA 
September 1 


Motor carriers of passengers tax due. 
Public grain warehouse reports due. 
September 10—— 
Employment agency reports due. 
Interstate motor carriers’ reports and taxes 
due. 
September 15 


Alcoholic beverage reports due. 


Dealers’ and carriers’ gasoline tax reports 
due; tax due in 30 days. 


September 20—— 


Passenger mileage tax due. 
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September 30 


Income tax, second installment, on national 
banks and other banks and financial] 
corporations due six months after filing 
return. 


TENNESSEE 
September 1 
Annuity and insurance companies’ semi- 
annual gross premiums tax and reports 
due. 
September 10—— 
Barrel tax on beer due. 
Carriers’ gasoline tax report due. 
Last day to make alcoholic beverages re- 
port. 


September 15—— 
Carriers of use fuel report due. 
Users of fuel file report. 


September 20—— 


Distributors’ gasoline tax report and pay- 
ment due. 


Liquid carbonic acid gas tax due. 


TEXAS 
September 1 
Cigarette distributors’ and solicitors’ re- 
ports due. 


September 15 
Special fees of motor busses, common, 
contract and specialized motor carriers 
due. 
Tax remittance and report due from oleo- 
margarine dealers. 


September 20 
Gasoline taxes and reports due. 
Motor fuel tax report and payment due. 
Oil and gas well services reports and gross 
receipts tax payments due. 
Users of liquefied gases and liquid fuel tax 
reports and payment due. 


September 25—— 
Carbon black production tax report and pay- 
ment due. 
Oil production tax reports and payment 
due. 
Prizes and awards of theatres tax reports 
and payment due. 


September 30 


Natural gas production tax and report 
due. 
Oil carriers’ report due. 
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UTAH 
September 10—— 


Carriers’ reports of use fuel deliveries due. 


September 15—— 


Sales and use taxes and returns due. 
Third installment of income (franchise) 
tax due. 


Use fuel tax report and payment due. 
September 25—— 
Carriers’ gasoline tax report due. 


Distributors’ and retailers’ gasoline tax 
report and payment due. 


VERMONT 
September 10 


Alcoholic beverage tax reports and pay- 
nent due. 
September 15—— 
Electric light and power companies’ re- 
port and tax due. 
September 20—— 
Alcoholic beverage manufacturers’ returns 
due. 
September 30 


Gasoline tax reports and payment due. 


VIRGINIA 
September 10—— 


Beer dealers’, 
reports due. 


bottlers’, and manufacturers’ 


September 20: 
Carriers’ gasoline tax reports due. 


Use fuel tax reports and payment due. 


September 30-—— 
Gasoline tax reports and payment due. 


Quarterly licenses expire. 


WASHINGTON 
September 10 
Brewers’, 


distillers’, manufacturers’ 


wineries’ reports due. 


and 


September 15 


Butter substitutes reports and payment 
due. 


Cigarette reports due. 
September 20. 
Butterfat tax due. 


Use fuel tax reports and payment due. 
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September 25—— 
Gasoline tax reports and payment due. 


WEST VIRGINIA 
September 10—— 


Brewers’ and beer distillers’ reports and 
taxes due. 


Winery and distillery licensees’ reports due. 


September 15—— 
Sales tax reports and payments due. 


September 30 


Gasoline tax reports and payment due. 


WISCONSIN 
September 1 


Beer tax reports due. 


September 10 


Intoxicating liquor and wine tax reports 
due. 


Tobacco products returns due. 


September 20 


Gasoline tax reports and payment due. 


WYOMING 
September 10 
Carriers’ gasoline tax reports due. 


September 15—— 
Dealers’ gasoline tax reports due. 
Monthly gasoline tax and report due. 


Motor carriers’ report and compensatory 
fees due. 


Sales tax reports and payment due. 
Use tax reports and payment due. 
Wholesalers’ gasoline tax reports due. 
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September 1 
No auto or boat tax due this year. 


September 10—— 


Employers who withheld more than $100 
in income tax from wages during the 
previous month pay amounts withheld 
to authorized depositary. 


September 15—— 


In the case of individuals, other than farm- 
ers, with fiscal year beginning July 1, 
declaration of estimated tax and first 
payment is due. 


Due date of income and excess profits re- 
turns by corporations, trusts, and estates 
with fiscal year ending on June 30. 
Forms 1120, 1121, and 1041. 


Return of stamp account by brokers, deal- 
ers in securities, etc., due for August. 
Form 828. 


Due date, by general extension, of returns 
for year ending March 31 in the case 
of: (1) foreign partnerships; (2) foreign 
corporations which maintain an office or 
place of business in the United States; 
(3) domestic corporations which trans- 
act their business and keep their records 
and books of account abroad; (4) do- 
mestic corporations whose principal 


income is from sources within the pos- 
sessions of the United States; and (5) 
American citizens residing or traveling 
abroad, including persons in the military 
or naval service on duty outside the 
United States. Forms: (1), Form 1065. 
(2)-(4), Forms 1120 and 1121, (5), Form 
1040. 


Due date, by general extension, of nontax- 
able returns for fiscal year ending April 
30, in the case of fiduciaries for estates 
and trusts, but not returns of beneficiaries 
or other distributees of such estates or 
trusts. 


Monthly information return of stockhold- 
ers and directors of foreign personal 
holding companies due for August. 
Form 957. 


Payments due on 1946 estimated income 
tax of calendar-year individuals other 
than farmers. If declaration was first 
due June 15, one-third of the estimated 
tax is payable. Those required to file 
a declaration for the first time pay one- 
half of the estimated tax found due on 
declaration with September 15 due date. 


September 30 
Returns for excise taxes due for July. 
Forms 726, 727, 728, 728(a), 729, 932. 
No capital stock tax return due this year. 
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ranches prior to the time when they reach a 
productive state may be regarded as invest- 
ments of capital. 


Since his income is at its highest, the 
farmer said “mebbe” he would take such 
expenditure as current expense items. The 
Commissioner says now that the farmer has 
the option to capitalize such expenditures 
which might otherwise be deductible as current 
expenses, but not vice versa. 

Farmers must capitalize the cost of: 


. Clearing brush, trees and stumps. 
. Leveling and conditioning land. 
3. Trees. 
. Planting. 
. Drilling and equipping wells. 
. Building irrigation canals and ditches. 
. Laying irrigation pipes. 
. Installing drain tile. 
. Straightening creek beds. 


August, 1946 


10. Earthen, masonry or concrete tanks, 
reservoirs, dams or ditches. 
11. Building roads. 
12. Physical equipment having a life in 
excess of one year. 
Farmers may either capitalize or charge 
to expense the cost of: 
. Upkeep of groves or orchards. 
2. Taxes. 
3. Water for irrigation. 
4. Cultivating and spraying trees. 


Most farmers are on a calendar year basis 
of reporting, and the new interpretation of 
the regulation will not be applied to any 
farmer’s return this year. It will apply to 
taxable years beginning after July 1, 1946. 
This is an invitation, to the farmer who can, 
to crowd the deduction column this year for 
the last time with the doubtful items. 
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